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May 10, 1971

AMERICAN INSURANCE ASSOCIATION
ACCOUNTING FOR INVESTMENTS IN EQUITY SECURITIES

The American Insurance Association strongly supports the account

ing principle and financial statement presentation which reports both real

ized and unrealized investment gains and losses in a statement separate from
net income - a presentation in accordance with generally accepted accounting
principles and similar to the accounting requirements of the Securities and
Exchange Commission for management investment companies.

In such a presentation, underwriting and investment income which are

the only factors that present fairly the results of operations of an insur
ance company are reported in the statement of income.

Net investment gain

or loss which represents, for the most part, a paper profit or loss based on

the market fluctuation of a company's investment in equity securities is pre

sented in a separate statement of investment gains or losses.

Actual examples

of this type of presentation are shown in Exhibits I, IA and IB.

The American Insurance Association further supports the reporting of
equity securities in the balance sheet at fair market value.
The comments which support this position are based on the following
premises:

1.

The most important points at issue are "what is the fairest
presentation of the results of operations for the period for

an insurance company" and "what basis of valuation of equity
securities presents fairly the financial position of an in

surance company at a given date?"
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2.

The term generally accepted accounting principles applies
to the related industry and not to all industries alike.
While it is acknowledged that some accounting principles

may be generally accepted for all industries, it should
be noted that all accounting principles are not applicable
in all circumstances in all industries.

The comments which support this position are also based on the follow

ing facts:

1.

The insurance industry is different from other business
entities in that it has such a large percentage of its assets
invested in equity securities.

Thirty-five to forty percent

of the total assets of property and casualty companies are in
vested in equity securities.

panies range from 5-10%.

Similar statistics for life com

Other industries, with few excep

tions, appear to have very small amounts, if any, invested in
equity securities.

The ratio of investments in common stocks

to net worth, a very significant yardstick in analyzing finan

cial statements, is 1.03 for property and casualty companies,
0.43 for life companies and practically zero for other indus

tries.

Accordingly, realized and unrealized investment gains

or losses for insurance companies are material in relation to

operating income whereas they are not generally a material
factor in most other industries.
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2.

The insurance industry is basically a "one” operation in

dustry.

Investment of amounts equal to the insurance re

serves is a fundamental principle of the insurance business.

Such amounts are by far in excess of fifty percent of the

total invested assets.

Accordingly, the interest and divi

dends earned on such investments are derived from a function

of the insurance operations and must be reported as such.

To put it another way, underwriting and investment income

are the basic components of our business and represent the

results of our operations.

3.

It goes without saying that the most important line in an in
come statement is the bottom line.

Accordingly, that line,

by itself, should be meaningful and should present fairly the

net results of operations.

4.

When equity securities are carried in the balance sheet at

fair market value and a reserve has been established for de

ferred income taxes, then for every realized gain there is a

related decrease in the unrealized appreciation of investments

and the only change in shareholders’ equity resulting from the
sale results from the change in value of the security sold from
the beginning of the year to the date of sale.

In other words, if the security is sold at an amount equal to
the market value at the beginning of the year, the realized gain

and the related decrease in the unrealized appreciation of in-
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vestments are exact offsets.

The converse is also true.

Therefore, the total net investment gain or loss for the

period, Exhibit II, is comprised almost entirely of an un
realized amount.

5.

To include realized gain or loss in net income is only a

generally accepted accounting principle of other industries
when such investments are carried at cost.

The principal arguments in support of a two statement presentation are
as follows:

1.

All of the results for the period, as they actually occurred,

are clearly and fairly presented in such a manner that the
most meaningful analysis of profits and of comparable profit
ability may be readily made and with this analysis the reader

may exercise his own judgment as to its significance.

2.

All investment gains and losses are reported together in one
statement which gives the complete effect of appreciation and

depreciation of security values and recognizes the fact that
for every realized gain there is a related decrease in the ap

preciation of investments unrealized.

3.

It recognizes the fact that charges and credits to income must

be based on objective evidence and not mere speculative guesses,
nor market fluctuations, nor managements'desire to level in
come or bring into net income for an insurance company things
that should not be there (realized and unrealized investment

gains).
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4.

Many financial analysts, among others, strongly support this

type of presentation and have expressed definite preference

for this technique of reporting capital gains and losses.

The principal arguments against other methods of reporting investment
gains or losses are as follows:

l.(a) To include realized and unrealized investment gains or losses
in income on a formula basis does not present fairly the re
sults of operation, in that (in addition to including paper

profits in income), it defers to future periods a very large

part (80% - 90%) of the actual realized and unrealized invest
ment gains or losses of the period and furthermore, it brings

into the current period’s income a large part of prior periods’

realized and unrealized investment gains or losses.

Exhibit II sets forth financial data published by A. M. Best
Company Inc.

(Aggregates & Averages) for stock property and

casualty insurance companies before taxes and without eliminating

inter-company transactions where applicable.

Exhibit III uses the financial data in Exhibit II to show the
effect of combining net income and net investment gain or loss

determined on a five year formula method in which twenty per

cent of the actual investment gain or loss for the current year

and each of the four preceding years is all taken into account
in the current year.

The sum of the two amounts would represent

the bottom line of the income statement.
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(b) The formula method also does not present fairly the finan

cial position at the balance sheet date in that it does not
properly disclose the amount of unrealized appreciation of

investments at the balance sheet date.

Under the fomula method the actual unrealized appreciation
of investments is either included in part or in its entirety
as earned surplus or as a deferred credit if shown "above the

line", or as unamortized investment gain (loss) if shown
"below the line".

In the formula method used in Exhibit III, the balance in the
deferred credit account at December 31, 1969, (or the un
amortized investment gain account as the case may be) is a

debit of 443 million dollars which means that all of the un
realized appreciation of investments plus the amount of the

debit balance are included in earned surplus.

The actual amount

of unrealized appreciation of investments at December 31, 1969,

however, was approximately 3.8 billion dollars.

In other words,

4.2 billion dollars of paper profits are included in earned surplus.

If the deferred credit approach is to be used under the formula
method, shareholders’ equity at any date would be understated by

the amount of credit balance in such account and conversely over
stated by any debit balance in the account.

A formula method is revolutionary and throws an entirely different

meaning on financial reporting.

If it is to be considered for re

porting investment gains and losses, then it also should be con

sidered, at the same time, for reporting in all other circumstances.
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2 .(a) Net income which includes realized investment gains or losses
also does not present fairly the results of operations.

In addition to providing the opportunity to manage earnings by
realizing gains as needed, such a presentation is misleading

to the reader in that if gains are realized, they are earned

and the reader is led to believe shareholders’ equity has in
creased by the amount of the realized gain.

However, as pre

viously stated, when equity securities are carried at market,
the only increase in shareholders’ equity relating to any
realized capital gain is that amount applicable to the change

in market value from January 1st to the date of sale.

Realized and unrealized investment gains and losses must be

combined in financial reporting in order to achieve a fair pre
sentation.

Exhibit IV uses the financial data in Exhibit II to show the
effect of combining net income and realized gains or losses and

the sum of the two amounts would represent the bottom line of

the income statement.

On the other hand, if equity securities are carried in the balance

sheet at cost, the unrealized appreciation is not recorded, and a

realized gain will increase shareholders’ equity.

This is a very

significant difference between insurance companies that report

realized gains or losses in income and other industries that re
port realized gains or losses in income.
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3 .(a) A financial presentation which includes the actual realized

and unrealized investment gains and losses in net income also
does not present fairly the results of operations.

Unrealized

gains (paper profits) or losses are not earned and cannot

possibly be considered a proper credit or charge to income.
To include them in Income would impair the significance of the

term, be misleading and render the income statement meaningless
as a measure of the operations of an insurance company.

It should be noted that the investment gain and loss is so over
whelming that when combined with net income it obliterates net

income and follows the same pattern as investment gains or losses
do alone.

(Exhibit V)

(b) The balance sheet under a reporting method as shown in Exhibit V

likewise does not present fairly the financial position at a
given date in that all of the unrealized appreciation of invest
ments (3.8 billion dollars of paper profits) would be included
in earned surplus.

5/10/71

THE TRAVELERS COMPANIES

Consolidated Summary of Operations—Adjusted
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asis In thousands of dollars
B

Written premiums...........................................................
Net investment income.....................................................
Income of unconsolidated subsidiaries.................................
Policy proceeds left with the company and other income..........

1970
$2,793,755
289,735
8,529
37,545

1969
$2,526,375
269,776
8,150
35,901

1968
$2,426,543
255,272
8,763
34,749

1967
$2,292,670
232,019
6,288
35,156

1966
$2,031,327
212,057
3,673
39,067

2,840,202
2,077,772
573,691
69,271
19,304

2,725,327
1,998,943
560,771
66,023
6,945

2,566,133
1,864,885
537,796
63,262
(10,528)

2,286,124
1,638,538
480,531
54,410
(2,396)

2,455,415

2,171,083

110,718

115,041

34,446
(4,312)
30,134
$ 62,511

31,208
1,691
32,899
$ 77,819

$

26,963
3,309
30,272
84,769

$_ _ _ 1.32

$

1.70

$

1.87

$

1967
3,706

$

3,129,564
2,328,688
605,672
77,276
(2,933)

TOTAL ................................................................
Amounts paid as benefits or set aside for future payments..........
Insurance and corporate expenses.......................................
Insurance taxes, licenses and fees (excluding Federal income taxes)
Decrease (increase) in prepaid Casualty-Property acquisition costs

2,740,038
TOTAL........ 3,008,703
.......................................................
2,632,682
100,164
92,645
Gain from operations before Federal income taxes................
120,861

38,516
Federal income taxes—Current..........................................
37,021
(20,992)
Deferred.........................................
3,242
17,524
40,263
$ 82,640
Net gain from operations.................................................
$ 80,598

Per common share....................................................

$_ _ _ 1.71

$

Consolidated Summary of Capital Gains (Losses)—-Adjusted Basis
Net realized capital gains..................................................
Capital gains tax eliminated by operating losses....................
Net unrealized capital gains (losses)....................................
Deferred Federal income taxes on unrealized capital gains.......

1970
$ 3,199
(61)
(9,360)
2,291

Net capital gains (losses)..................................................

$

(3,931)

$

(.08)

Per common share...................................................
The notes beginning on page 31 are an integral part of the Financial Statements.

EXHIBIT I
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In thousands of dollars

$

1969
3,842

(75,362)
15,540

$

1968
16,567
(2,654)
36,497
(8,084)

29,585
(8,855)

$ (55,980)

$ 42,326

$

$

$_ _ _ _ .94

$_ _ _ _ .56

(1.24)

24,436

1966
13,776
(408)
(58,817)
8,811

$ (36,638)
$

(.84)
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THE TRAVELERS COMPANIES
Consolidated Statement of Financial Condition—Adjusted Basis as of December 31

in thousands of dollars

$6,467,380

1967
$2,956,280
82,161
473,104
1,603,788
87,363
130,152
77,942
56,769
322,714
131,101
117,702
69,759
$6,108,835

1966
$2,821,890
81,131
398,620
1,497,184
80,945
121,866
69,652
51,607
275,071
120,573
87,652
45,345
$5,651,536

$4,949,225
53,408

$4,848,072

$4,638,267

$4,325,063

57,898
101,471
193,100
101,412

57,618
101,183
175,623
69,193

52,381
91,924
151,692
44,845

5,905,938
45,344
5,951,282

50,800
61,299
241,024
150,190
5,505,946
45,014
5,550,960

5,301,953
57,637

4,665,905
41,086

5,359,590

5,041,884
41,953
5,083,837

4,706,991

294.065

286,731

338,895

294,352

254,914

4,879
112,857
693,278
1,105,079
3,395
1,101.684
$7.052,966

4,881
112,841
690,160
1,094,613
1,695
1,092,918
$6,643,878

4,881
104,437
669,327
1,117,540
9,750
1,107,790
$6,467,380

4,881
104,437
627,266
1,030,936
5,938
1,024,998
$6,108,835

4,881
104,437
586,251
950,483
5,938
944,545
$5,651,536

ASSETS
Bonds..........................................................................
Stocks—Preferred...........................................................
Common............................... ...........................
Mortgage loans.................................. ..........................
Real estate....................................................................
Policy loans...................................................................
Cash............................................................................
Investment income due and accrued....................................
Premiums due and deferred..............................................
Prepaid Casualty-Property acquisition costs.........................
Other assets..................................................................
Separate equity pension accounts............................ ...........
TOTAL

1970
$3,317,981
77.427
538.432
1,751,791
127,015
203.973
75.634
75.066
370.607
107.785
214,699
192,556
$7,052,966

1969
$3,046,368
78,038
562,631
1,721,947
105,427
176,533
121,056
68,156
320,326
104,852
188,041
150,503
$6,643,878

1968
$3,025,615
86,101
584,871
1,679,222
98,487
143,894
91,122
63,981
323,010
124,156
144,850
102,071

LIABILITIES
Policy and other contract reserves and liabilities...................
Notes payable...............................................................
Debentures Due 1995..................................................
Reserves for taxes..........................................................
Reserve for deferred Federal income taxes...........................
Other liabilities...............................................................
Separate equity pension accounts.......................................

$5,174,133
42,047
91,050
61,082
63,725
281,687
192,214

Total Liabilities......................................................
Mandatory securities valuation reserve................................
CAPITAL AND SURPLUS
Special surplus funds.......................................................
Capital stock issued—Preferred (liquidating value $89 million)..
Common..........................................
Unassigned surplus.........................................................

Less—Treasury stock at cost.............................................

Total Capital and Surplus.........................................
TOTAL
The notes betinning on page 31 are an integral part of the Financial Statements.

EXHIBIT I-1
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THE ST. PAUL COMPANIES, INC. AND SUBSIDIARIES

STATEMENT OF CONSOLIDATED INCOME
Year Ended December 31,
1970

1969

Income:
Premiums written..................................................
Increase in unearned premiums........................

$458,155,996
17,866,207

$404,807,237
19,645,474

Premiums earned...........................................

440,289,789

385,161,763

Investment income, less expenses....................

38,204,335

33,795,963

Consumer finance and other income................

17,804,305

16,779,249

496,298,429

435,736,975

Total income ............................
Expenses:
Insurance losses and
benefits for policyholders.......... ...............

Operating expenses and taxes . .........................
Interest..................................................................

Other expenses.......................

289,735,676
153,164,187
6,531,956

256,705,937
135,982,128
5,348,590

4,680,238

4,144,699

Total expenses .............................................

454,112,057

402,181,354

Income before income taxes........................

42,186,372

33,555,621

Federal, state and foreign income taxes (note 3):
Current............................................................
Deferred................................................................
Net income......................................................
Per share (based on
average outstanding shares)................

5,516,000
2,954,000
8,470,000

2,419,000

$ 33,716,372

$ 28,554,621

$3.21

2,582,000
5,001,000

$2.74

STATEMENT OF CONSOLIDATED INVESTMENT GAINS (LOSSES)
Realized gain on sale or exchange of invest
ments less applicable income taxes (note 3).
$
699,591
$ 11,181,419
Decrease in unrealized appreci
ation of investments less applicable
deferred income taxes (note 3)........................
(1,687,815)
(37,207,538)
Total investment loss.....................................
$
(988,224)
$ (26,026,119)
Per share (based on
average outstanding shares) ..............
$(.09)
$(2.50)

See accompanying notes to consolidated financial statements.
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CONSOLIDATED BALANCE SHEET
Year Ended December 31,
1970

1969

Bonds ..................................................................

$ 445,624,117

$ 414,764,595

Preferred stocks .................................................

9,794,782

9,585,103

Common stocks...................................................

346,649,901

292,382,832

Mortgage loans...................................................

69,486,726

66,283,814

Real estate............................................................

4,437,907

843,698

Total investments .......................................

875,993,433

783,860,042

Cash and bank deposits.............................................

18,437,881

14,390,039

Agents' balances and other receivables................

69,112,832

67,208,873

Policy loans................................................................

18,472,908

16,278,377

losses, $15,373,523 (1969, $13,409,867)...........

62,531,813

55,348,304

Due from reinsurance companies............................

3,425,066

4,077,330

Equity in assets of insurance associations..............

14,809,902

11,985,085

Accrued interest ........................................................

7,072,204

6,249,122

Prepaid insurance acquisition expense..................

56,964,000

51,924,000

depreciation of $10,726,340 (1969, $9,638,738)

18,117,767

17,718,864

Other assets ..............................................................

8,441,044

10,656,331

Excess of cost over net assets of subsidiaries
at dates of acquisition (note 1)............................

15,709,675

15,648,327

$1,169,088,525

$1,055,344,694

ASSETS
Investments (note 2):

Consumer loans and contracts receivable, less
unearned finance charges and allowances for

Office properties and equipment, at cost less

See accompanying notes to consolidated financial statements.
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Year Ended December 31,
1970

1969

Unearned premiums.......................................

$ 202,102,276

$ 184,237,082

Life policy reserves.........................................

156,035,519

149,098,137

Losses and loss expenses.............................

260,691,904

215,759,991

Notes payable to banks, short-term..................

36,967,998

31,579,715

Current installments of long-term debt (note 4)..

2,772,054

2,214,770

Accrued expenses and taxes............................

16,255,165

13,764,263

Federal, state and foreign income taxes............

5,716,120

2,331,851

Dividends payable to shareholders....................

2,935,683

2,903,839

Funds held under reinsurance contracts............

13,256,753

8,846,296

Deferred income taxes (note 3)........................

58,170,000

55,775,000

Other liabilities............. ........................................

19,391,491

15,137,771

current installments (note 4)..........................

50,497,171

51,159,698

Mandatory securities valuation reserve............

2,338,261

3,653,092

Total liabilities.............................................

827,130,395

736,461,505

shares (1969,10,373,112 shares)..................

31,453,749

31,119,336

Additional paid-in capital.....................................

12,990,949

13,326,018

Retained earnings . ..............................................

209,784,257

186,333,736

Unrealized appreciation of investments............

87,729,175

88,208,955

341,958,130

318,988,045

LIABILITIES

Insurance reserves:

Long-term debt, excluding

SHAREHOLDERS’ EQUITY (notes 1 and 5)
Common stock $3 par value. Authorized

20,000,000 shares; issued 10,484,583

Less treasury stock, at cost.................................
Total shareholders’ equity........................

—

104,856

341,958,130

318,883,189

$1,169,088,525

$1,055,344,694
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THE ST. PAUL COMPANIES, INC. AND SUBSIDIARIES

STATEMENT OF CONSOLIDATED SHAREHOLDERS' EQUITY
Year Ended December 31,

1970

1969

Common Stock:
Beginning of year, as previously reported.................................. $ 31,119,336
$ 32,012,565
Par value of shares issued for company acquired during
year in pooling of interests transaction......................................
479,808
—
Beginning of year, as restated............................................................
31,599,144
32,012,565
Par value of treasury shares acquired during year
(re-issued in pooling of interests transaction)..........................
(145,395)
(893,229)

End of year...................................................................................
Additional Paid-In Capital:
Beginning of year, as previously reported.........................................
Amount applicable to shares issued for company acquired
in pooling of interests transaction.............................................
Beginning of year, as restated............................................................
Portion of cost of treasury shares acquired during year
(re-issued in pooling of interests transaction)..........................

End of year...................................................................................

31,453,749

31,119,336

13,326,018

13,689,448

(272,808)
13,053,210

—
13,689,448

(62,261)
12,990,949

Retained Earnings:
Beginning of year, as previously reported.........................................
186,333,736
Retained earnings of company acquired during year in
pooling of interests transaction.................................................
2,319,379
Beginning of year, as restated............................................................
188,653,115
Net income............................................................................................
33,716,372
Realized gain on sale or exchange of investments..........................
699,591
Cash dividends declared to shareholders, $1.12 per share
(1969, $1.03).................................................................................
(11,710,889)
Dividends paid by pooled company prior to date acquired.............
—
Excess of cost over par value and applicable paid-in capital of
treasury shares (re-issued in pooling of interests transaction)....
(1,573,932)
End of year...................................................................................
209,784,257

Unrealized Appreciation of Investments:
Beginning of year, as previously reported.........................................
Unrealized depreciation of company acquired during year
in pooling of interests transaction.............................................
Beginning of year, as restated............................................................
Decrease in unrealized appreciation for year...................................
Change in mandatory securities valuation reserve..........................
End of year...................................................................................
Total .............................................................................................
Less Treasury Stock — at cost................................................................
Total shareholders’ equity (notes 1 and 5).................................

88,208,955

(106,796)
—
88,102,159
(1,687,815)
1,314,831
87,729,175
341,958,130
............ —
$341,958,130

(363,430)

13,326,018

169,741,635
—
169,741,635
28,554,621
11,181,419
(10,458,674)
(109,173)

(12,576,092)
186,333,736

124,336,134

124,336,134
(37,207,538)
1,080,359
88,208,955
318,988,045
104,856
$318,883,189

See accompanying notes to consolidated financial statements.
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The Chubb Corporation
Consolidated Statements of Income
In Thousands of Dollars

Years Ended December 31
1970
1969

Property and Casualty Insurance Operations
Net Premiums Written less CatastropheProvision................................................
Increase in Unearned Premiums.............................................................................
Premiums Earned ...................................................................................................
Losses and Loss Expenses.......................................................................................
Underwriting Expenses..............................................................................................
Increase in Prepaid Expenses...................................................................................
Dividends to Policyholders......................................................................................
Other Charges, Net......................................................................................................
Federal and Foreign Income Tax (Note 5)...........

$352,853
26,536
326,317
215,101
109,617
(5,708)
1,453
283
2,708

Restated
$283,957
19,955
264,002
173,028
88,806
(5,158)
1,117
494
3,283

UNDERWRITING INCOME...........................................................................................

2,863

2,432

Investments other than Life Insurance
Income, Net of Expenses.......................................................................................
Federal and Foreign Income Tax.............................................................................

19,996
2,269

17,436
2,189

INVESTMENT INCOME...............................................................................................

17,727

15,247

Ufe Insurance Operations
Premiums ................................................................................................................
Investment Income, Net of Expenses......................................................................

8,468
42,755
19,413
8,017
14,034

33,810
8,044
41,854
17,188
8,932
12,932

LIFE INCOME.................................................................................................................

(340)
1,631

700
2,102

Other Operations
Equity in Income or (Losses) of Unconsolidated Subsidiaries, Pre-Tax:
Real Estate Development before Extraordinary Gain................................
Other.........................................................................................................................

206
(171)

726
(111)
615

Death and Other Contract Benefits........................................................................
Increase in Statutory Reserves.................................................................................
Operating Expenses....................................................................................................
Federal Income Tax or (Credit)...............................................................................

34,287

35

Less:
General and Administrative Expenses.................................................................
Minority Interest..........................................................................................................
Federal Income Tax (Credit).....................................................................................

848
51
(247)

976
33
(521)

OTHER INCOME OR (LOSS).................................................
(453)
NET INCOME BEFORE EXTRAORDINARY GAIN..........................................................
21,768
PER SHARE ...............................................................................................................
$2.90
EXTRAORDINARY GAIN ON CONDEMNATION AWARD, NET OF INCOME TAX .
PER SHARE ................................................................................................................
NET INCOME.................................................................................................................
$ 21,768
$
PER SHARE ........................................................................................................

$2.90

(37)
19,744
$2.63
1,766
$ .24
21,510

$2.87

Consolidated Statements of Investment Gains or Losses
Realized Gain or (Loss) on Sales of Investments:
Bonds....................................................................................................................
$ (2,799)
$ (4,668)
Stocks ......................................................................................................................
(186)
1,145
(2,985)
(3,523)
Federal Income Tax or (Credit)..............................................................................
(734)
148
(2,251)
(3,671)

Decrease in Unrealized Appreciation of Investments......................................

(8,444)

(17,192)

Deferred Federal Income Tax (Credit)..................................................................

(2,415)
(6,029)

(5,161)
(12,031)

NET INVESTMENT LOSS.............................................................................................

$ (8,280)

$(15,702)

PER SHARE ........................................................................................................

See accompanying notes.
Per share figures are based on average shares outstanding, excluding Treasury Stock.
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The Chubb Corporation
Consolidated Balance Sheets
In Thousands of Dollars

December 31
1970
1969

7,634
34,211
24,847
236,911
107,072
24,045
196,730
72,594
10,000
9,173
715,583

Restated
$ 9,188
43,558
30,920
202,522
91,826
19,065
198,863
72,223
6,287
7,827
672,891

Investment In Unconsolidated Subsidiaries (Note 1)..........................................
Net Premiums Receivable less Allowance...........................................................
Prepaid Expenses Applicable to Unearned Property and Casualty Premiums
Other Assets....................................................................

12,518
57,583
46,357
50,584

11,411
44,970
40,649
50,544

TOTAL ASSETS..................................................................................................

$890,259

$829,653

Assets
Cash ..............................................................................................................................
Money Market Instruments .....................................................................................
United States Treasury Bonds.................................................................................
Tax Exempt Bonds......................................................................................................
Other Bonds...................................................................................
Preferred Stocks........................................................................................................
CommonStocks............................................................
Mortgage Loans..........................................................................................................
Real Estate (Note 3)..............................................................................
Policy Loans and Liens-Llfe.....................................................................................
TOTAL INVESTED ASSETS (Note 2)................................................................

$

Liabilities and Shareholders' Equity
PROPERTY AND CASUALTY
Unearned Premiums .........................................................................................
$178,951
Outstanding Losses and Claims..................................................................
201,287
Funds Held under Reinsurance Treaties...........................................................
12,289
Deferred Income Taxes Related to:
Prepaid Expenses.........................................................................................
22,097
Unrealized Appreciation of Investments.......................................................
23,092
Other Liabilities......................................................................................................
31,337

$152,415
173,965
19,079

19,238
25,507
19,734

LIFE
Statutory Reserves and Policyholders’ Funds Held by Company...............
Employees’ Pension Plan Reserves (Note7).....................................................
Other Liabilities......................................................................................................

159,332
—
4,746

149,667
7,033
5,181

Dividend Payable to Shareholders..........................................................................

3,012

2,582

Notes Payable (Note 4).............................................................................................
TOTAL LIABILITIES...........................................................................................

7,660
643,803

9,460
583,861

SHAREHOLDERS’ EQUITY
Common Stock—Authorized 15,000,000 Shares
Issued 7,674,270 Shares-$1 Par Value................................................
7,674
Paid-In Surplus........................................................................................................
17,039
Earned Surplus........................................................................................................
155,358
Unrealized Appreciation of Investments, Net of Deferred Income Taxes..
70,793
250,864
Less 144,000 Shares of Treasury Stock, at Cost.............................................
4,408
TOTAL SHAREHOLDERS’ EQUITY (Notes 1,5 and 6).......................................
246,456

7,674
17,085
148,619
76,822
250,200
4,408
245,792

TOTAL LIABILITIES AND SHAREHOLDERS’ EQUITY......................................

$890,259

$829,653

See accompanying notes.
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The Chubb Corporation
Consolidated Statements of Shareholders' Equity

In Thousands of Dollars

Years Ended December 31
1969

1970

Common Stock

Balance December 31,1968, as Previously Reported.......................................

4,783

$

Acquisition of Bellemead Development Corporation (Note 1)..........................

490

Three-for-Two Stock Split (Note 1)........... ............................................................

2,391

Balance Beginning of Year, Restated............................................................

$

7,674

Shares Issued for Purchase of Affiliate..................................................................

Exercise of Stock Options........................................................................................
Balance End of Year..........................................................................................

7,684

5

—

5

—

$

7,674

7,674

$

Paid-In Surplus

$ 17,944

Balance December 31,1968, as Previously Reported....................................
Acquisition of Bellemead Development Corporation (Note 1)..........................

1,201

Three-for-Two Stock Split (Note 1).........................................................................

(2,391)

Balance Beginning of Year, Restated............................................................

Excess of Market Value over Par Value of Shares Issued for
Purchase of Affiliate..........................................................................................
Exercise of Stock Options..........................................................................................

...................................................................................................................

Other-Net

Balance End of Year...................................................

1 6,754

$ 17,085

221

—

—

114

(46)

$ 17,039

(4)
$ 17,085

Earned Surplus

Balance December 31,1968, as Previously Reported.....................................

$137,439

Acquisition of Bellemead Development Corporation (Note 1)..........................

3,228

Balance Beginningof Year, Restated.............................................................

$148,619

140,667

Net Income...................................................................................................................

21,768

21,510

Realized Loss on Sale of Investments after Federal Income Tax.....................

(2,251)

(3,671)

Dividends Declared to Shareholders......................................................................

(11,422)

(9,388)

Net Increase in Life Non-Admitted Assets and Statutory Liabilities.................

(1,020)

(342)

Dividends Paid by Bellemead Development Corporation Prior to Acquisition

Other—Net

(340)

Balance End of Year.........................................................

(184)

4

27

$155,358

$148,619

...................................................................................................................

Unrealized Appreciation of Investments

Balance Beginning of Year...................................................................................

$ 76,822

$ 88,853

Decrease, Net of Deferred Federal Income Tax...................................................

(6,029)

(12,031)

Balance End of Year............................................................................................

70,793

76,822

250,864

250,200

4,408
$246,456

4,408
$245,792

Total

...............................................................

Less 144,000 Shares of Treasury Stock, at Cost.............................
TOTAL SHAREHOLDERS’ EQUITY (Notes 1, 5 and 6)..............

8ee accompanying notes.
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STOCK PROPERTY AND CASUALTY INSURANCE COMPANIES
SCHEDULE OF FINANCIAL DATA (1)
FOR THE YEAR ENDED DECEMBER 31,

In Hundreds of Millions of Dollars

YEAR

# OF
COS.

UNDWTG.
GAIN
(LOSS)

NET
INVEST.
INCOME

COL. 1

COL. 2

NET
REAL.
GAIN
(LOSS)

NET
UNREAL.
GAIN
(LOSS)

COL. 4

COL.

NET
INCOME
COL. 3
(1+2)

767 $

.66

$ 5.92

$ 6.58

1961

791

.30

6.21

6.51

1.75

17.20

1962

809

.03

6.73

6.76

1.02

(10.06)

1963

808

(2.19)

7.21

5.02

1.61

1964

804

(3.48)

7.82

4.34

1965

805

(4.25)

8.52

1966

792

1.03

1967

804

.10

1968

819

1969

$

.79

$

NET
INVEST.
GAIN
(LOSS)

(.16)

COL. 7

COL. 6
(4 + 5)

5

1960

NET
INVEST.
NET
INCOME
GAIN
AND
(LOSS)
NET
AS
INVEST. PERCENT
OF
GAIN
COL. 7
(LOSS)

$

.63

$

7.21

COL. 8
(6÷7)

9 %

74

18.95

25.46

(9.04)

(2.28)

11.36

12.97

17.99

72

1.91

8.48

10.39

14.73

70

4.27

2.48

3.66

6.14

10.41

59

8.96

9.99

3.15

(17.64)

(14.49)

9.87

9.97

1.25

11.89

13.14

23.11

57

(2.01)

11.01

9.00

3.36

8.42

11.78

20.78

57

829 __ (3.96)

12.38

8.42

6.51

$84.63

$70.86

$23.83

Total

$ (13.77)

(1) As published by A.M. Best Company

EXHIBIT II

(23.81)

$ 9.34

(17.30)

$ 33.17

(4.50)

(8.88)
$104.03

(396)

(322)

(195)

32 %
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Stock Property and Casualty Insurance Companies
Net Income and Net Investment Gain or Loss
(Formula Method) Before Taxes
For The Year Ended December 31.

Exhibit III

STOCK PROPERTY AND CASUALTY INSURANCE COMPANIES
Work Sheet Supporting Exhibit III
(in Hundreds of Millions of Dollars)
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Year

Unamortized Net Investment Gain
--------------- 12 - 31 - 64

Net Investment
Gain (Loss)

1960
1961
1962
1963
1964

$

1965
1966
1967
1968
1969

6.14
(14.49)
13.14
11.78
(17.30)

.63
18.95
( 9.04)
12.97
10.39

@20%

$

.13
3.79
(1.81)
2.59
2.08

%

-o20
40
60
80

BALANCE

CR

DR

$

(Loss)

3.79

$ 3.62
7.77
__ 8.32

$16.26

1.23
(2.90)
2.63
2.36
(3.46)

UNAMORTIZED NET INVESTMENT GAIN

(LOSS) ACCOUNT

ENTRY 1 - Credits the account with the actual investment gain for th
year or debits the account with the actual investment loss

ENTRY 2 - Debits the account with the formula investment gain to be
taken into income for the year or credits the account with
the formula investment loss.
The formula investment gain
or loss
is twenty per cent of the actual investment gain
or loss

for the current year and four preceding years.

DR

CR

BALANCE
$16.26

Credit Balance 12-31-64
$ 6.14

Entry 1
Entry 2
Credit Balance 12-31-65
1965

$ 7.88
14.52

14.49
1.19

Entry 1
Entry 2
Debit Balance 12-31-66
1966

(1.16)
13.14

Entry 1
Entry 2
Credit Balance 12-31-67

5.63

Entry 1
Entry 2
Credit Balance 12-31-68

5.40

1967

6.35

11.78

1968

12.73

17.30

Entry 1
Entry 2
Debit Balance 12-31-69

1969

.14
$ (4.43)

EXHIBIT III A
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Stock Property and Casualty Insurance Companies
Net Income and Net Realized Gain or Loss Before Taxes
For The Year Ended December 31.

Exhibit IV
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Stock Property and Casualty Insurance Companies
Net Income and Net Investment Gain or Loss Before Taxes
For The Year Ended December 31.

Exhibit V
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Accounting Principles Board
American institute of Certified Public Accountants

In the matter of accounting for investments
in equity securities other than by the equity method,
the undersigned wish it to be known that we strongly
support the accounting principle and financial state
ment presentation which reports both realized and
unrealized investment gains or losses in a statement
separate from net income - a presentation in accordance
with generally accepted accounting principles and
similar to the accounting requirements of the Securities
and Exchange Commission for management investment
companies.
In such a presentation, underwriting and
investment income, which are the only factors that
present fairly the results of operations of an insurance
company, are reported in the statement of income.
Net
investment gain or loss which represents, for the most
part, a paper profit or loss based on the market fluctuation
of a company’s investment in equity securities is presented
in a separate statement of investment gains or losses.

In our opinion, this is the fairest and most
meaningful way to present the operations of an insurance
company and we, therefore, concur with the presentation
proposed by the American Insurance Association and supported
by eighty (80) percent of the members of the Executive
Committee of that organization.
We also strongly believe that equity securities
should be reported in the balance sheet at their fair
market value.
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The undersigned companies include members
and non-members of the American Insurance Association
and, of the over one hundred companies contacted,
represent 78% of the stock property and casualty
insurance companies replying to inquiries as to their
position on accounting for equity securities, 53% of
such life insurance companies and 71% in the aggregate.

Respectfully submitted,

Alaska Pacific Assurance Company
American Bankers Insurance Company of Florida
American Druggists’ Insurance Company
American General Insurance Company
American International Group Inc.
American National Insurance Company
American Re-Insurance Company
Bituminous Casualty Corporation
Capital Holding Corporation
Cherokee Insurance Company
The Cincinnati Insurance Company
The Chubb Corporation
Continental American Life Insurance Company
Crum & Forster
Durham Life Insurance Company
Eldorado Insurance Company
Employers Casualty Company
Employers - Commercial Union Companies
Employers Reinsurance Corporation
Excelsior Insurance Company of New York
The Franklin Life Insurance Company
General Accident Fire and Life Assurance Corporation Ltd.
General Reinsurance Corporation
Germantown Insurance Company
The Hartford Steam Boiler Inspection and Insurance Company
Hawkeye - Security Insurance Company
Indiana Insurance Company
Integon Corporation
The Liberty Corporation
Liberty National Life Insurance Company
Mercury Casualty Company
Millers National - Illinois Group
The Monarch Insurance Company of Ohio
NN Corporation
The Ohio Casualty Insurance Company
The Old Line Life Insurance Company
Peerless Insurance Company
The Reinsurance Corporation of New York
Reliance Insurance Companies
Security Insurance Company of Hartford
Selected Risks Insurance Company
The St. Paul Insurance Companies
Travelers Corporation
Washington National Insurance Company
Western Casualty and Surety Insurance Company

New York, New York
May 25, 1971
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May 1971

ACCOUNTING FOR EQUITY SECURITIES

STATEMENT OF THE HARTFORD INSURANCE GROUP
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Hartford Position
The Hartford Insurance Group supports the position that all
income from investments in equity securities should be included in net
income with dividends recorded on an accrued basis and appreciation

and/or depreciation recorded on a rational and systematic long-term

yield basis.

Nature of Insurance Income

While it has been traditional to report investment earnings
and underwriting income separately, it is only the total of these which
justifies employment of capital in the business.

At the recent New

Jersey Rate Hearing, Alfred M. Best Co. presented the following data

for the ten years ended 1969 for all stock property and casualty

companies.
(millions of dollars)

Adjusted Underwriting Profit or

Loss

-1,863

Net Investment Income

8,157

Appreciation (Realized and Unrealized)

3,427

Pre-tax Income

9,721

Federal Income Tax

After-tax Income

1,602

8,119

The average mean net worth which produced this average income
of $812 million was $11.0 billion.

The rate of return on net worth was

therefore 7.4% with more than 100% coming from investments and about 30%
of the total investment earnings coming from appreciation.
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Although it has been adequately demonstrated that the

industry’s rate of return has been low in relation to other industries,
the fact that companies have been willing to continue to write insurance
based on the above ten years’ results is ample evidence that investors

are looking at a total return.
Within the three major groupings of income, there is an inter

relationship which causes the separate categories to be relatively
meaningless.

The amount of investment income will be more or less

depending upon the dollars invested in bonds vs. stocks.

(Assuming

the usual difference between (a) the sum of interest and accrued premium
or discount from a dollar invested in bonds and (b) the dividend from a
dollar invested in stocks.)

Investment income will also vary with under

writing results because underwriting losses on a tax return basis result
in shifting the portfolio to taxable bonds from tax-exempt bonds and in
a more subtle way from common stocks (dividends are 85% excluded from

taxable income) to taxable bonds.

Also, investments in equity securities may be selected to
produce either a relatively high yield or a lower yield with appreciation

being the principal return from the investment.

In summary, underwriting results have an effect on net investment
income in a very direct way, have a subtle effect on appreciation, and the

division between net investment income and appreciation is quite arbitrary
because the two depend upon the investment decision as to what to do

with the substantial cash flow which comes from insurance premiums.
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If the cash flow is put into equity securities, there will be less

net investment income than if it is put into fixed income securities.
Alternatives within the equity security category will determine the
amount of income which ultimately flows into net investment income
or appreciation depending upon the yield of the equity security.
(Expenses of managing the portfolio are charged against investment

income.)

Matching of Reported Income with Rate Base
Investment earnings are very directly considered in life

insurance rate making and, while in a less direct way, have been taken
into consideration in the establishment of the property and casualty

rates.

In recent times, change is in evidence which will bring

investment earnings more directly into the property and casualty
rate-making process.

The State of Texas has just established automobile

rates including total investment return.

The Supreme Court of New

Jersey has ordered that investment return be directly reflected and
hearings have been held before the Insurance Commissioner of New Jersey

at which the Insurance Rating Bureau has proposed that total income
over a 10-year period be used to establish automobile rates.

They

include all elements of investment earnings and do not distinguish

between what has been labeled "net investment income” and appreciation

from equity securities (realized and unrealized profits or losses).
If the rates to be charged by property and casualty companies

are going to be based upon the expectation that there will be certain
income from the invested cash flow from the premiums and from the
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invested capital and surplus which supports the insurance risk involved,

the income statement of the companies would seem to logically require

that the same elements of income be reported as are used in establishing
these rates.

Long-term Yield Method of Determining Period Income

Any business which invests its long-term reserves in equity
securities does so with a purpose of receiving income from two sources,
namely, dividends and long-term appreciation.

There is no way to

precisely measure the exact week, month, or year in which any specific

portion of long-term appreciation occurs.

We feel it does not occur

based on the difference between quoted market values for a specific

period.

No investment earns $50 this week, loses $100 next week, and

then earns $50 the third week, etc.

On the other hand, we do not feel that the entire return
occurs at the moment of sale.

An investment in an equity security

at $100 in 1965 does not produce a $50 profit in 1970 just because

the paper work was processed to record a sale in 1970 (even though
the same share of stock may have been repurchased at the same moment
in time).

Paragraph No. 32 of APB Opinion No. 8 says:

"The Board

believes unrealized appreciation and depreciation should be recognized

in the determination of the provision for pension cost on a rational
and systematic basis that avoids giving undue weight to short-term

market fluctuations.”

We feel that the same concept is in order in

determining the method for bringing long-term appreciation from an
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equity security portfolio into the income statement.

While we feel

that guidelines should be established with some latitude provided for
individual situations, we are proposing an example based upon 15 years
of experience.

We feel 10 years is a minimum and a longer period is

desirable.
The specific method illustrated in Exhibit A attached simply

takes the average of the last 15 years' percentages of appreciation
(appreciation divided by average portfolio for the year) to determine

a long-term yield percentage.

This percentage is then applied to the

current average portfolio and the result taxed at capital gains rates.

Exhibit B attached uses a "smoothed average" instead of a

simple average of the last 15 years’ appreciation percentages.

Under

this method, once the first 15-year average percentage is established,

each succeeding percentage is determined by adding l/15th of the new
annual appreciation rate to 14/15ths of the base percentage.
There are many other ways to determine the long-term yield,

some much more sophisticated, but whatever method is used should be

described in the footnotes to the financial statements.
It is recognized that any long-term yield method used,

regardless of how simple, is subject to the charge that it won’t
be understood.

However, the same could be said of calculating prepaid

acquisition expense, past service pension costs, incurred but not

reported and loss expense reserves, etc.

The use of a long-term yield approach would require a

valuation reserve which might be considered a part of surplus by
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state regulators who view financial statements from a liquidation

viewpoint but could be a credit item between liabilities and surplus

on a generally accepted balance sheet.
In making a change from current practice, the valuation
reserve could be established as either the current amount of unrealized

gains in the portfolio or the total appreciation for the period of time
which is being used to establish the long-term yield percentage.

For

instance, in the example attached we could start with total appreciation

for 15 years.
It could be argued that if a declining market for several
years caused the valuation reserve to drop to zero it should then be

allowed to become negative but in the interest of being conservative,
we are not proposing this.

Once the valuation reserve became zero, a

further market decline would be reported as a loss in the income statement.

Realized Losses on Fixed Income Securities

While it is acknowledged that the call for the Open Hearing
on May 25 and 26 provided only for consideration of equity securities,

in the case of a property and casualty insurance company which holds a
large portfolio of bonds as well as of equity securities it is our

opinion that the two must of necessity be looked at together.
The question of amortizing bond losses was given careful
consideration at the time the bank audit guide was developed and it

was because of the bank regulators’ desire for conservative treatment
in the balance sheet that a provision for amortization was not allowed.
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We feel that from an income reporting standpoint, losses
(or gains) realized from the sale of fixed income securities should

be amortized over a period which approximates the period in which the
additional (or reduced) income will be reported assuming that the sale

occurs in the typical transaction where loss (or gain) is realized and
the proceeds invested in a higher (or lower) yielding security.

This

happens with a great deal of regularity in a typical insurance company
bond portfolio.

Just as the bank regulators do not wish to see an unamortized
loss on the balance sheet, insurance companies’ managements are generally

adamant in their opposition against a security valuation reserve which
removes a part of what has traditionally been considered surplus and
they thus argue against a valuation reserve.

Insurance regulators have

applied a ’’rule of thumb” which relates a company’s ability to write

premiums to its "below the line" surplus.

There is a fear that the

definition of surplus will change in the "rule of thumb" although a

change should logically occur.

We believe that in the case of an insurance company or any

company which manages a large portfolio of both stocks and bonds, the
loss on the sale of a bond should be amortized over the period in which

income is increased and that the unamortized loss can be included in

the security valuation reserve which should satisfy those who philosophically
oppose ar unamortized loss on the balance sheet.
Since it is extremely unusual for an insurance company to have

a negative cash flow, a decision to sell a bond is usually accompanied

by a decision to reinvest the proceeds.

More often than not the transaction
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is caused by a move from taxables to tax-exempts or vice versa or by
"tax-swapping.”

This type of tax-swapping has occurred most frequently

in recent years when a loss from the sale of bonds is offset by an equal
profit from the sale of equity securities.

The immediate result of the

transaction is a standoff based on today's accounting but investing the
proceeds in exactly the same securities results in an increase in

investment income.

Amortization of bond losses (or gains) could be accomplished
on the basis of average maturities in the portfolio rather than on an

individual bond basis.

The exhibits attached show

the effect of charging

income with the loss as realized as well as amortizing it over 10 years.

Summary
No valid argument can be made that property and casualty
insurance companies invest in equity securities for dividend income

alone.

There must be some element of appreciation anticipated (and

eventually achieved if the investment is successful).

The question

to be resolved is how this element of income should be included in

earnings.
There are those who argue that it should not be included
at all in net income but should be exhibited in a separate statement

for the reader to draw his own conclusions.

It is understandable that

the Financial Analysts Federation supports this viewpoint because their
profession is concerned with analyzing the pieces rather than giving
meaning to a single bottom line figure.

A net income line which does

not include one-third of the total earnings for all stock property and

casualty companies for a 10-year period is meaningless,

in addition,
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a separate statement creates the same problem which the bank audit guide
attempted to solve since bond losses can be realized in the "separate

statement” while the increased yield from the transaction is reported
as a different kind of income regardless of how labeled.
There are those who feel that income from equity securities

should be reported only as it is realized.

They refer to "paper profits"

while admitting that these so-called paper profits are turned into real

profits by a trip to the broker’s office.

Every manager would like to

be able to control his earnings as easily as by selling and buying back

an appreciated security.

While this method has the advantage of being

very precise as to the accounting for the transaction because the cost
price is very exact and the selling price is very exact, the resulting

income is exact but wrong.

Another method which is supported as exact but which we feel
is equally wrong is running changes in quoted market values through

income as they occur.

Appreciation in long-term investments in equity

securities does not occur as quoted market values change.

Appreciation

occurs over a significantly long period of time in the typical property

and casualty equity security portfolio.

While it could be argued that

to measure period income based on quoted market values would cause such

wide fluctuations in the income statement as to render the bottom line
meaningless, the disadvantage of these fluctuations is not the reason

why the long-term yield method is correct but the problem which would
not be introduced if the long-term yield method were followed.

It is the considered opinion of some supporters of the

position that no element of appreciation be included in net income
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that unless their position prevails they would prefer running market

value changes through the income statement.

They prefer this only

because the fluctuations would render the net income line so meaningless

that no one would use it.
While every method proposed to date is imperfect, the method

which we feel is "least incorrect" is the long-term yield method whereby

appreciation is included in net income on a "rational and systematic
basis."

3.

2.

1.

—

B.

A.

—

—

Valuation Reserve

—

—

Net Operating Income
Net Gain, 15-Yr. Average Method Stocks
Net 10-Yr. Amortization of Losses Bonds
Total Net Gains
Extraordinary Income (Tax Loss Carryovers)
Net Income

—

127,854

$ 41,096
37,057
(20,267 )
16,790
1,063
$ 5 8 ,949

«79.020

—

24,971

$ 5 4 ,049

43,757

(5,56 0)

$ 30,531

31,904
1,063
«74.063

$41,096

75,553

37,057
(5 ,153)

Stocks; 10-Yr. Amortization of Losses

95,040

«79.746

—

$ 54,049
$ 30,531
(4,834 )
25,697

—

$ (27 ,4 0 1 )

.

NA

(20,267 )
(69,560)
1,063

$ 41,096
(49,293)

—

—

NA

1

NA

234,615

$7 6 ,133

$ 9 1 ,493

38,318

$ 57,815

—

(2,117)

40,435

252,963

$ 7 3 ,477

—

Bonds
$ 37,815
40,435
(4,773 )
35,662

—

$8 3 ,489

45,020
1,555

$45,118

215,503

48,310
(3,290)

Bonds

246,957

—

$ 37,815
50,447
(4,775 )
45,6 7 4

Stocks; Realized Losses

$ 45,118
48,310
(12,792 )
35,518
1,355
$8 1 ,991

—

Long Te rm Methods :

NA

$ 45,118
45,955
(12,792 )
31,163
1,355
$ 7 7 ,636

NA

(54,813 )
1,968
$ (12 ,512)

Bonds

36,655
1 ,968
$7 8 ,956

$40,333

224,806

(1,751)

38,4 0 6

239,615

$40,355
38,4 0 6
(8,920 )
29,486
1,968
$ 7 1 ,787

(8,920 )

(45,895)

$ 40,335

(2) Realized Losses

—

1 ,968
$3 8 ,517
$ 3 4 ,455

NA

(3,784)

—

$ 40,333
$ 5,156
(8,920 )

1966

EXHIBIT A

(3,362)

Stocks (Realized and Unrealized);

NA

(4,775)

832
1,355
$ 4 7 ,305

(12,792 )

$37,815

1967

$ 1,411

$ 45,118

1968

$ 13,624

15-Yr. Moving Average Appreciation Rate

$ 5 6 ,3 49

NA

NA

$ 41,096
$ 28,282
(20,26 7 )
8,015
1,065
$ 5 0 ,174

Recognition of (1) Total Gains

«87.860

$ 54,049
$ 7,154
(4,854 )
2,500

NA

.

—

33,811

$ 54,049
$ 38,645
(4,834 )

15-Yr. Moving Average Appreciation Rate

Valuation Reserve

Net Operating Income
Net Gain, 15-Yr. Average Method Stocks
Net Realized Losses
Bonds
Total Net Gains
Extraordinary Income (Tax Loss Carryovers)
Net Income

Valuation Reserve

—

—

Net Operating Income
Net Total Appreciation Stocks
Net Realized Losses Bonds
Total Net Gains
Extraordinary Income (Tax Loss Carryovers)
Net Income

Valuation Reserve

—

Net Operating Income
Net Realized Gains Stocks
Net Realized Losses Bonds
Total Net Realized Gains
Extraordinary Income (Tax Loss Carryovers)
Net Income

:

1969

As Currently Reported

1970

ILLUSTRATION OF THE VARIOUS METHODS OF ACCOUNTING FOR INVESTMENTS IN EQUITY SECURITIES
(All figures were computed on an after-tax basis and are shown in thousands)

:

212

3.

2.

1.
;

—

B.

A.

Valuation Reserve

—

—

Net Operating Income
Net Gain, 15-Yr. Smoothed Method Stocks
Net 10-Yr. Amortization of Losses Bonds
Total Net Gains
Extraordinary Income (Tax Loss Carryovers)
Net Income

129,807

,

19,456
1,063
$ 6 1 615

$41,096

Bonds

$39,723
(20,267 )

—

37,787

$84 ,669

—-

30,620

$54,049

34,570
1,063

$41,096

77,506

$39,723
(5 ,153 )

Stocks; 10-Yr. Amortization of Losses

89,070

$36,180
(5,560 )

—

—

$85 ,595

31,346

$54,049

Stocks; Realized Losses

$36,180
(4,834 )

15-Yr. Smoothed Average Appreciation Rate

Valuation Reserve

—

—

Net Operating Income
Net Gain, 15-Yr. Smoothed Method Stocks
Net Realized Losses Bonds
Total Net Gains
Extraordinary Income (Tax Loss Carryovers)
Net Income

—

NA

$(27,401 )

$41,096

b

—

,

1

355

41,388

$45,118

221,134

(3 ,290)

$44,678

Bonds

31,886
1 ,355
$78 ,359

$45,118

252,588

$44,678
(12,792 )

31,163
1,355

$77 ,656

$45,118

NA

Bonds;

$43,955
(12,792 )

—

NA

832
1,355
$47 ,505

$45,118

1968

$13,624
(12,792 )

Losses

(69,560)
1,063

(20,267 )

(49,293)

(2) Realized

$56.549

$54,049

Stocks;

$41,096

8,015
1,063
$50 ,174

NA

$28,282
(20,267 )

1969

2,300

NA

$7,134
(4,834 )

15-Yr. Smoothed Average Appreciation Rate

Long Term Methods :

Valuation Reserve

—

—

Net Operating Income
Net Total Appreciation Stocks
Net Realized Losses Bonds
Total Net Gains
Extraordinary Income (Tax Loss Carryovers)
Net Income

—

$ 8 7 ,860

—

$54,049

33,811

NA

$38,645
(4,834 )

Recognition of (1) Total Gains (Realized and Unrealized)

Valuation Reserve

—

Net Operating Income
Net Realized Gains Stocks
Net Realized Losses Bonds
Total Net Realized Gains
Extraordinary Income (Tax Loss Carryovers)
Net Income

As Currently Reported

1970

—

—

37,851
—-

$37,815

235,237

(2,117)

$39,968

253,585

$75 ,010

___

$37,815
$39,968
(4,773 )
35,195

NA

$83, 489

$37,815
$50,447
(4,773 )
45,67 4

3

(3,36 2)
--

$37,815

$54 ,45
NA

$1,411
(4,773)

1967

ILLUSTRATION OF THE VARIOUS METHODS OF ACCOUNTING FOR INVESTMENTS IN EQUITY SECURITIES
(All figures were computed on an after-tax basis and are shown in thousands)

$40,333

(3,784)
1,968
$58 ,51 7

29,486
1,968

$71, 7 8 7

$40,333

36,655
1 , 968
224, 806

$38,406
(1 ,751 )

$40,333

239,613

(8,920)

$38,4 0 6

NA

(54,813)
1 ,968
$ (12 ,512 )

$40,333
$(45,893)
(8,920 )

NA

$5,136
(8,920)

1966

EXHIBIT B
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ACCOUNTING FOR INVESTMENTS IN EQUITY SECURITIES
OTHER THAN BY THE EQUITY METHOD

POSITION OF FIREMAN'S FUND AMERICAN INSURANCE GROUP

The Fireman's Fund American Insurance Group takes the position that all

realized income from investments in equity securities should be included
in net income and that changes in the unrealized appreciation/depreciation

of such securities - resulting from fluctuations in market value, as re
lated to cost, should be considered as a valuation account until realized.

STATEMENT OF THE PROBLEM

The March, 1971, memorandum on "Accounting for Investments in Equity Sec
urities" issued by the APB Committee On Marketable Securities limits its

present study to equity securities.

It specifically excludes investments

in securities with fixed maturities, convertible debt and common stocks
accounted for by the equity method.

Therefore, the primary problems to be

resolved in this study of accounting for marketable securities under Gener
ally Accepted Accounting Procedures are:

(1) how should equity securities

be carried in the balance sheet, (2) should realized and/or unrealized

gains or losses on equity securities be included in the income statement
and,

(3) if so, by what method?

There is a broad concensus (supported by the edicts of regulatory authorities
and the AICPA Audit Guide for insurance companies) that the equity securities

of a property and casualty insurance company should be carried at market value

in its balance sheet.

Further, it is agreed that appropriate recognition
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should be given to the deferred Federal income tax consequences of such
valuation.

Also, the recognition of realized gain in the income statement is

widely accepted and is in accordance with current generally accepted account
ing principles.

The basic issue of this study is, therefore, the accounting for unrealized
gains or losses on equity securities.

DISCUSSION OF THE PROBLEM
In evaluating this problem, all aspects should be considered.

The inventory

of Generally Accepted Accounting Principles for Business Enterprises, issued
by the AICPA (Accounting Research Study #7) states as Principle A-1:

"Sales

revenues and income should not be anticipated...unrealized profit should not

be credited to the income account... either directly or indirectly... and...
profit is deemed to be realized when a sale in the ordinary course of busi

ness is effected...".

To recognize unrealized appreciation on equity sec

urities in the income statement prior to sale would be in conflict with

this basic principle.

Further, it is fundamentally unsound to report as

income unrealized or ephemeral gains which may never materialize.

The effectiveness of investment management cannot and should not be measured

by the temporary fluctuations in market values which will occur between

the acquisition and sale of equity securities.

The inventory of Generally

Accepted Accounting Principles for Business Enterprises (Page 239) states:
"The usefulness of an investment will be measured by the dividends and

interest received over the life of the investment and the gains or losses
when the security is sold... temporary fluctuations are common for many
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securities...”.

It is argued by some that the absence of change in the composition of a
portfolio is tantamount to action on the part of management (i.e. unrealized

changes resulting from the "failure" to sell represents "action") and there

fore, the amount of change in unrealized should be considered in determining
net income.
portfolio.

This view cannot be supported when related to a major investment

Sound investment management does not permit the "churning" of

investment portfolios to realized capital gains over relatively short periods
of time.

Investment management’s ability is measured by the ultimate out

come of an investment and not the frequency or severity of interim swings

that occur between purchase and sale.

Periodic fluctuations in market value

of substantial magnitude are expected to occur in equity securities and such
fluctuations should be recognized as temporary variations and not be given

the appearance of permanent change by being included in the income statement.

One reason cited for the inclusion of unrealized appreciation/depreciation

in the income statement is that it would prevent the "management" (used in a
derogatory sense) of earnings.

Obviously, the "management" (in the proper

sense) of earnings is the primary job of management.

This should be recog

nized as a characteristic of many industries (the extractive industry is an
outstanding example) to be solved through the adequate disclosure of financial

data without resorting to accounting legerdemain.

One possible "solution" to offset this charge of "management" could be

through limiting (perhaps based on a long term yield basis) the amount of

realized gains to be considered ordinary income within an accounting period
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with the excess, if any, being designated as "extraordinary" income.

The Dow Jones Industrial Average represents essentially "blue chip" types
of investments which constitute major portions of the equity portfolios of

insurance companies.

The following summary of this Dow average for the most

recent seven years clearly shows the periodic fluctuations in the market value
of even these highest quality equity investments.

YEAR

OPEN

HIGH

1964
1965
1966
1967
1968
1969
1970

762.95
874.13
969.26
785.69
905.11
943.75
800.36

891.71
969.26
995.15
943.08
985.21
974.92
842.69

LOW

766.08
840.59
744.32
786.41
825.13
765.71
627.46

CLOSE

874.13
969.26
785.69
905.11
943.75
800.36
838.92

RANGE
HIGH-LOW
125.63
128.67
250.83
156.67
160.08
209.21
215.23

RANGE
OPEN-CLOSE
111.18
95.13
(183.57)
119.42
38.64
(143.39)
38.56

The magnitude of the temporary swings that occur in this respected index

can be more readily measured if the averages are translated into percentages
based on the opening value on January 1, 1964 as follows:

YEAR

OPEN

HIGH

1964
1965
1966
1967
1968
1969
1970

100.00
114.57
127.04
102.98
118.63
123.70
104.90

117.01
127.04
130.43
123.61
129.13
127.78
110.45

LOW

100.41
110.18
97.56
103.07
108.15
100.36
86.24

CLOSE

114.57
127.04
102.98
118.63
123.70
104.90
109.96

RANGE
HIGH-LOW

RANGE
OPEN-CLOSE

16.60
16.86
32.87
20.54
20.98
27.42
28.21

14.57
12.47
(24.06)
15.65
5.07
(18.80)
5.06

Based on the January 1, 1964 value, the Dow has, for the past seven years,
varied in magnitude between its high and low, an average of about 27% each
year with a minimum annual variation of 16.60% and a maximum annual varia
tion of 32.87%.

Further, in this same period, the annual percentage

variation in the Dow ranged from an increase of 15.65% to a decrease of
24.06%.
follows:

However the net change over the total period was only 9.96% as
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Dow As of

Average
=
=

January 1, 1964
December 31, 1970

Net change in seven years

=

%

762.95
838.92

=
=

100.00 %
109.96

75.97

_

9.96 %

If the principle of including the change in unrealized appreciation/deprecia-

tion in the income statement had been followed during these seven years the
pre tax effect on the income statement of a $100,000,000 Dow portfolio
(as of January 1, 1964 - with no change in the portfolio), as measured by

the open and close of each year, would have been as follows:

— Range Between Open and Close --

Pre Tax Effect on Income Statement
"Loss"
"Profit"

% Change
in Dow

1964
1965
1966
1967
1968
1969
1970

14.57 %
12.47
(24.06)
15.65
5.07
(18.80)
5.06

$ 14,570,000
12,470,000
$ 24,060,000

15,650,000
5,070,000
18,800,000
5,060,000
■

Total "Income"

52,820,000

Total "Loss"

42,860,000

Net change in seven years

9.96 %

$

$ 42,860,000

9,960,000

Thus, unrealized ’’profits” of $52,820,000 and unrealized "losses” of
$42,860,000 would have been recorded when in fact, all that transpired was
a net increase of $9,960,000 in unrealized appreciation on a portfolio that
remained unchanged in composition.

Based on past experience the inclusion of the "raw” change in unrealized

appreciation/depreciation in net income, for a given period, would so
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completely distort such net income that its statement would become meaning

less .

To overcome the problem of short term market fluctuations it has been
suggested that an averaging, or formula process be adopted to develop an

amount of unrealized appreciation/depreciation to be included in the income

statement on a "rational and systematic long term yield basis".

To accom

plish this "leveling out" an averaging or formula would require at least

a ten year period and a fifteen year period has been suggested.
Research Bulletin #43, Chapter 8 states:

Accounting

"In selecting the most useful form

of income statement...an important objective of income presentation should

be the avoidance of any practice that leads to income equalization...".
Obviously the use of a formula based on a ten or fifteen year period results
in income equalization.

The proponents of the averaging or formula method point to insurance rate

making and the funding of pension costs for rationale to support their argu
ments.

It is agreed that a long term view is appropriate and is required in

these special areas but this hardly seems adequate support for the use of

similar methods where the objective is quite different, i.e. the measur

ing of the effectiveness of a business enterprise for a given period, usually
a year or less in length.

The use of an average or a formula to determine

the amount of unrealized appreciation/depreciation to be included in the income
statement would almost completely obscure the current performance of invest
ment management.

Further, it would permit the anticipation of future years

results and "hide" important details of current operations.

Averaging also

conflicts with the basic principle of accounting that actions occurring within

a given period should be reflected in the income statement for that period.
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Examples of some of the important questions that must be resolved if an aver
aging or formula procedure were to be adopted are:

average or formula be commenced?

How would the use of an

Could income statements include for a

second time, through an average or formula, realized gains already in
cluded in prior years' income statements?

What would the treatment of real

ized gains or losses and unrealized appreciation/depreciation be in the

merger or consolidation of companies — particularly where the companies had

previously followed different accounting practices in regard to such items?
Is it appropriate to show increased income in a given period due to the use

of a formula that creates additional unrealized appreciation when in fact

there has been a substantial depreciation?

What happens if and when the

amount of unrealized appreciation included in the income statement equals

or exceeds the amount then recorded?

If unrealized gains are included in the income statement on a formula basis,

all unrealized appreciation accumulated prior to the period of the averag
ing or formula will never be recorded through the income statement.

In other

words, all future realized gains that represent an increase in market value
prior to the formula period will be offset in the income statement by an
equal decrease in unrealized appreciation resulting in "zero" net income.

There are material problems in calculating and presenting an appropriate
Federal income tax in the income statement if unrealized gains or losses are

included in such statement.

For example:

Would tax loss carrybacks and

carryforwards complicate the calculations, especially under the average or
formula method, to the point where any comparison between the actual incurred

tax and the imputed financial statement tax would be meaningless?

How would
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these differences, which will in fact come about, be treated in the finan

cial statements?

How would changes in tax rates as related to the change

and/or the total unrealized affect the income statement?

How would changes

in tax rates affect the calculations under an averaging or formula pro

cedure where ten or fifteen years are required in the calculation?

A simple example of the type of tax problem that will arise is set forth in

the following.

Assume Companies A and B commence operations in Year 1 —

each company has the same operating income and the same capital gains —

A realizes such gains, B does not —B, in accordance with one of the
proposed procedures, includes the unrealized gains in its income statement -In Year 6 B realizes its capital gains and both companies liquidate -- thus

both A and B have had precisely the same amount of total pretax operating and

capital gain income — and both have settled all tax liabilities with the
I.R.S. — assume tax rates to be 50% on ordinary income and 30% on capital
gains.

The following illustrates the type of variation in income that could

result:

Company A
Operating income (loss) before tax
Income tax
Net operating income
Capital gains "realized" before tax
Capital gains "unrealized" before tax
Income tax on capital gain
Net capital gain

Year 1

(20,000)
-0(20,000)

-0-0-0-0-

Year 2

Year 3

Year 4

Year 5

Year 6

Total
Six
Years

-0-0-0-

10,000
5,000
5,000

10,000
5,000
5,000

(20,000)
(8,000)
(12,000)

20,000
10.000
10,000

-012,000
(12,000)

20,000
-06,000
14,000

10,000
-03,000
7,000

5,000
-01,500
3,500

-0-0-0-0-

35,000
-010,500
24,500

14,000

12,000

8,500

-0-0-0-0-

Net income
Extraordinary items:
Year 1 loss

(20,000)

Total income for year

(20,000)

20,000

12,000

8,500

(12,000)

10,000

13,500

Company B
Operating income (loss) before tax
Income tax
Net operating income

(20,000)
-0(20,000)

-0-0-0-

10,000
5,000
5,000

10,000
5,000
5,000

(20,000)
(6,000)
(14,000)

20,000
10,000
10,000

-014,0)0

-020,000
6,000
14,000

-010,000
3,000
7,000

-05,000
1,500
3,500

14,000

12,000

8,500

6,000

(5,000)
5,000

(1,000)
5,000

Capital gains "realized" before tax
Capitol gains "unrealized" before tax
Income tax or. capital gain
Net capital gain

(12,000)

10,000

6,000

-0-0-0-0-

Net Income
Extraordinary items:
Year 1 loss statement basis
Year 1 loss tax return basis
Year 5 loss tax return basis
Year 5 loss statement basis.

(20,000)

Total income for year

(20,000)

20,000

12,500

6,000

12,000

12,500

-0-0-0-0(14,000)

(14,000)

(14,000)

35,000
(35,000)
-0-0-

35,000
-0-

10,000

10,500

10,000
(5,000)

-010,000
10,000
(6,000)

14,000

10,500

24,500

__ 24,500
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This example shows only one type of tax ramification that needs to be

thoroughly explored in the consideration of this proposal.

Satisfactory

solutions to these types of problems should be a necessity before account

ing changes are adopted.

Reliable tax reporting services have stated that the Treasury Department is
currently developing the attitude that tax and financial accounting should
coincide, i.e. that tax deferment will be allowed only if such deferment is

consistent with reports to shareholders, creditors, etc.

What would be the

effect of such Treasury Department regulations if the alternative proposals
were to be adopted?

The format of the income statement that would be presented under this pro
posal would be as follows:
STATEMENT OF NET INCOME
Period

For

Amount

$ xx.xx

1.

Net Underwriting Gain or Loss

2.

Net Investment Income

xx.xx

3.

Other Income

xx.xx

4.

Dividends to Policyholders

xx.xx

5.

Operating Income Before Income Taxes
(1+2+3-4)

xx.xx

6.

Federal and Foreign Income Taxes

xx.xx

7.

Net Operating Income (5-6)

8.

Net Realized Gain or Loss on
Sales of securities

9.

Less Income Taxes

Per Share

$ xx.xx

$ x.xx

xx.xx

x.xx

$ xx.xx
xx.xx

10. NET INCOME (7+9)

NET UNREALIZED GAIN OR LOSS ON INVESTMENTSLESS INCOME TAXES

$ xx.xx

$

$ x.xx
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As a matter of information the amount of net unrealized gain or loss on

investments, including a per share amount, should be reported immediately

below the income statement.

The net, after imputed tax, change in un

realized appreciation/depreciation would be recorded, in a segregated account,

as a part of shareholders’ equity.

SUMMARY

The accounting and tax consequences of the alternatives proposed are not

readily apparent.
reasonable.

On the surface they appear to make sense and to be

However, when these alternatives are studied in depth it

will be found that the problems or disadvantages caused by such methods

do not result in a more useful or meaningful income statement.
credibility of financial statements is a must.

The

It is doubtful that the

omission of a substantial portion of an insurance companies’ operations

from income, or the equalization of its income through the use of a fif
teen year formula will add credibility to its statements.

Thus, the pre

sent practice of including realized gains in the income statement should
be continued until the alternatives can be thoroughly researched to de
termine whether or not they can meet the high standards required for
generally accepted accounting principles.

Fireman’s Fund Insurance Group
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American Life Convention
211

EAST CHICAGO AVENUE. CHICAGO, ILL. 60611

Life Insurunce

277

Association of America

PARK AVENUE. NEW YORK, N.Y. 10017

May 7, 1971

JOINT ALC-LIAA COMMITTEE ON FINANCIAL REPORTING
PRINCIPLES STATEMENT ON ACCOUNTING FOR MARKETABLE
EQUITY SECURITIES

This statement is submitted in connection with the public hearing on
marketable equity securities to be held by the Accounting Principles Board

of the American Institute of Certified Public Accountants on May 2 5 and 26,
1971.

This statement reflects the opinions of the Joint Committee on

Financial Reporting Principles and is subject to review by the governing bodies

of the American Life Convention and Life Insurance Association of America.

In statements prepared according to generally accepted accounting
principles, marketable securities held in separate accounts of life insurance
companies should be valued at current market value.

The remainder of this

statement pertains only to generally accepted accounting principles for life
insurance company assets other than separate account assets.
The Joint Committee feels that common stocks should be carried at

market value.

Realized and unrealized capital gains and losses on common

stocks should be treated alike.

The present NAIC requirement, which calls

for all general account capital gains' and losses to be direct credits to or
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charges against surplus, is preferable.

The Joint Committee would object

seriously to showing capital gains and losses in the income statement unless
they were made a separate and distinct part of the statement and were not
labeled as income or included in a figure which was labeled as income.

It

is felt that there is a real difference between capital gains and losses and the

results of basic insurance and investment operating items;

that capital gains

and losses need to be in some way shown separately; and that if the income

statement

includes a combined figure, it should be labeled as income plus

realized and unrealized capital gains (losses) rather than as income.
If, contrary to the above recommendation, capital gains and losses

on common stocks are to be credited or charged to income, the Joint Committee

recommends that companies be permitted to employ a formula or other

technique which would bring the gains and losses into income on a long-term
investment yield basis, commensurate with the long-term nature of the

business producing such gains and losses.
still be carried at market values.

realized and unrealized

In this event common stocks would

Each year the portion of that year's

capital gains or losses which were not taken into

income would be credited or charged to surplus.

A portion of surplus would

be designated as representing realized and unrealized capital gains (losses)

not yet recognized as income.
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While the Joint Committee recognizes that the May 25-26 hearing

is limited to the subject of equity securities, it wishes to express its strong
conviction that bonds and mortgages held in life insurance company general
accounts should be carried at the values indicated by the NAIC procedures

(i. e. , amortized cost for bonds and mortgages in good standing).
make up the bulk of life insurance company general account assets.

Such assets

Companies

invest in them for the long term, and the liabilities which they offset are long
term, fixed-dollar liabilities.

fixed interest rates.

These liabilities are, properly, valued at

The valuation of the corresponding assets is inex

tricably tied to the valuation of the liabilities and must, therefore, be on the
basis of fixed interest yields.

Of course, NAIC procedures call for valuation

at market of assets which do not meet the strict NAIC tests for good standing.

With regard to preferred stocks, the Joint Committee similarly

recommends the NAIC valuation basis (generally, cost if the stock is in
good standing and market if it is not in good standing).

This is the only type

of security for which the Joint Committee’s recommended valuation basis
differs from that recommended by the Committee on Insurance Accounting
and Auditing of the American Institute of Certified Public Accountants in its

statement dated February, 1969.

Accordingly, a full explanation of the

reasons why the NAIC basis is considered appropriate is furnished in the
Appendix to this statement.
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The Committee agrees that statements based on generally accepted
accounting principles might properly show the Mandatory Securities Valuation

Reserve as appropriated surplus.

It notes, however, that one of the purposes

of the Mandatory Securities Valuation Reserve is to reflect changes in
surplus equitably over a period of time.

If the reserve is treated as

appropriated surplus, its spreading effect will apply to unassigned surplus.

Presumably, if capital gains and losses are brought into income on a long
term investment yield basis and a portion of surplus is

designated as a

securities valuation reserve, that portion should be different from the pre
scribed Mandatory Securities Valuation Reserve.

It may also be noted that the NAIC has adopted new procedures for
the valuation of common stock of subsidiary, controlled, or affiliated

companies.
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APPENDIX

ACCOUNTING FOR PREFERRED STOCKS HELD BY LIFE INSURANCE COMPANIES

In January of 1971, the Committee on Valuation of Securities of
the National Association of Insurance Commissioners released its
Valuation Procedures and Instructions for Bonds and Stocks, applicable

to those securities owned as of December 31, 1970, by insurance companies.

Included in the above-mentioned Procedures and Instructions is a

section pertaining to the procedures for valuing preferred stocks as
follows (only applicable sub-sections are quoted):

Section 3.

(C) (Page XV) Preferred Stocks Held by Life Insurance

Companies and Fraternal Benefit Societies.

(a)

A preferred stock in "Good Standing" shall be valued, for

statement purposes, at cost (except that at company’s option, preferred

stocks held at December 31, 1964, may be valued at statement values as

of that date, rather than at cost).
(b)

All preferred stocks "Not in Good Standing" shall be valued

for statement purposes at Association Value equal to the market value.
Section 3.

(B) (Page XV) Determination of Eligibility of Preferred

Stocks for "Good Standing."

(a)

"Good Standing":

A preferred stock in "Good Standing" is defined

as one not in arrears as to dividends (if cumulative) or on which full
dividends have been paid in each of the last three years (if non-cumulative),

for which sinking fund payments are on a current basis, where aggregate
"Net Earnings" of the issuer (or of any one of the guarantors in the case

of a guaranteed stock or any one of the lessees in the case of a leased
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line stock) available for "Fixed Charges” for the most recently completed
three fiscal year period is at least equal to 1-1/4 times the issuer’s
(or any one of the guarantors in the case of a guaranteed stock or any one

of the lessees in the case of a leased line stock) aggregate "Fixed

Charges,” full contingent interest and preferred dividend requirement
of the ’’Preferred Stock" under consideration, those on a parity therewith
or having a priority thereto, for the same period.
(b)

"Not in Good Standing":

A preferred stock "Not in Good

Standing" is defined as one not meeting the requirements set forth in

the preceding paragraph.

Section 3.
(b)

(A) (Page XV) Definitions.

"Net Earnings" shall mean income, before deducting interest

on funded and unfunded debt, and after deducting operating and maintenance
expenses, depreciation and depletion, and all taxes (including income
taxes).

Extraordinary, non-recurring items of income or expense shall

be excluded.
(c)

"Fixed Charges" shall include actual interest incurred in each

year on funded and unfunded debt and annual apportionment of debt discount
or premium.

THE CASE FOR VALUING PREFERRED STOCKS AT COST

The above quotations from the most recent issue of the NAIC Valuation

Procedures and Instructions for Bonds and Stocks have been set forth as a
means of clarifying to which preferred stocks this statement pertains.

It

pertains only to those preferred stocks which are in "Good Standing," i.e.,
those which meet certain quality tests, and are held by life insurance
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companies or fraternal benefit societies.

Also, it pertains only to those

preferred stocks for which the holders make annual contributions to socalled Mandatory Securities Valuation Reserves.

These annual contributions together with those made for other fixedincome securities create segregated reserves to absorb capital losses
which may be sustained through sale of such securities or the necessity

of adjusting statement values downward to market levels.

For example,

as indicated in the above quotations from the NAIC Valuation Procedures
and Instructions for Bonds and Stocks, a preferred stock “Not in Good
Standing” shall be valued for statement purposes at market value.

Accordingly, it must be emphasized that the following comments pertain
only to those stocks in so-called ’’Good Standing.”

Some of the reasons that preferred stocks are properly valued at
cost by life insurance companies are as follows:

1.

Fundamentally, life insurance companies should value an invest

ment quality asset on a stabilized basis, e.g., cost, because of the
long-term nature of liabilities, limited liquidity needs generally well

satisfied by premium cash flow and amortized loans, and the historically
low margin of assets over liabilities.

Equity among policyholders and

policy dividend demands do not encourage accumulation of large capital

accounts or surplus.

2.

(This may apply only to mutual companies.)

It would be contrary to the public interest to subject life

insurance companies to a solvency test based on liquidation or market
values.

The "going concern” valuation of life insurance companies has

long been well established public policy.

To value a ’’Good Standing” or
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an investment quality preferred stock at market would be a partial

departure from this policy.
3.

Preferred stocks provide fixed incomes to their holders and,

in this respect, may be likened to the bonds which are valued at

amortized cost.

In the event the "Good Standing” earnings test is not

met, the subject preferred stock is valued at market.

4.

The argument that a preferred stock is permanent capital is

not entirely valid.

It can usually be refunded or redeemed by the

issuer and may be because of declining preferred stock dividend rates,

restrictive provisions, income tax reasons, mergers, etc.

Furthermore,

many issues have sinking fund or purchase fund provisions which result

in ultimate retirement.

Preferred stocks with mandatory sinking funds

which require ultimate retirement are very much akin to a debt security
by a different name.

5.

There appears to be no sound reason that a preferred stock with

good earnings and asset support, and promising fixed income, should be

anymore subject to wide fluctuations in statement value due to interest
rate changes than a good quality thirty- or forty-year bond.

6.

Markets for many, if not most, preferred stocks are thin and

quotations tend to be nominal and may be related to very small buying and
selling interests which would be a poor measure of the market value for

relatively large holdings.

Furthermore, even a reliable quotation on any

given statement day would not, in most instances, be a good measure of
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liquidating value in immediately succeeding weeks.

This is another bit

of evidence that liquidating value on a given statement date is a poor
test of solvency for a life insurance company.

7.

In view of the unreliability

of market quotations for preferred

stocks mentioned in the above paragraph, it appears that adjusted earnings

which attempt to reflect unrealized capital gains or losses in the pre
ferred stock account would result in an unnecessary credibility flaw.

8.

The above-mentioned credibility factor would be accentuated by

the extreme difficulty in establishing reliable unrealized capital gains
and losses for privately placed preferred stocks for which no public
market exists.

9.

Finally, the difference in values between those prescribed by

the NAIC and those seeking to adjust earnings would result in considerable
confusion and would perhaps lessen the interest of the industry in pre

ferred stocks as a suitable medium of investment.
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ACCOUNTING FOR MARKETABLE EQUITY SECURITIES

Traditionally, accountants have attempted to arrive at a

fair and equitable method of accounting for security transactions.

The

method to be used in the future by life insurance companies is now
under review, and one most important point has not been clearly under
stood.

The point is that the method adopted for accounting for marketable

equity securities will not merely portray investment results of a particular
life insurance company but it will actually shape the investment policy of
the life insurance company.

In the past, the attitude of many stock life insurance

companies towards common stocks was influenced by the accounting

regulations of the NAIC.

Realized profits flowed to surplus via the

mandatory security valuation reserve and did not flow through the income

statement.

For approximately the past twelve years, dividend income

obtained from common stocks has been less than the interest income
available from bonds and mortgages.

Other investors have been willing

to accept a lower rate of return from common stocks because they anticipated

earning capital gains through growth in market value.

For a life insurance

company these capital gains have had no effect on income, therefore a

stock life insurance company which sought to maximize its net profits was

deterred from making a substantial investment in common stocks.

From

an economic standpoint this has not been good for the industry or the

economy because on a long-term basis the combined return ("combined
return" is defined as the sum of dividend income plus realized and un
realized capital gains and losses) received from a representative portfolio
of common stocks has substantially exceeded the rate of return received
from bonds and mortgages.

236

We understand that the Accounting Principles Board has
tentatively reached agreement on the following points:
1 .

Both realized and unrealized capital gains from

common stock investments should flow through the income statement.
2.

Realized and unrealized capital gains will be shown

as a separate item on the income statement after "net income before
realized and unrealized capital gains and losses.”

The question at issue is whether or not realized and
unrealized capital gains and losses should be shown on an annual basis

or whether (and how) they should be spread over a period of years

suitable for portraying investment performance.

I submit that this critical decision will have a tremendous
influence upon the common stock investment policy of the life insurance

industry.

If gains or losses are required to be shown on an annual

basis, a common stock portfolio of 5 to 10% of a life insurance

company’s assets will cause substantial swings in the determination
Management will not be willing to expose a company’s

of net income.

net income to these extreme fluctuations for the additional benefit that

might be received from purchasing common stocks instead of bonds
and mortgages.

The majority of institutional investors owning common
stocks own them for the combined return to be obtained from that in
vestment.

Common stocks always have and always will experience

substantial fluctuations; however, a five-year period is sufficiently

long enough to level out the effects of these fluctuations.

A life

insurance company which invests in common stocks using the philosophy
of combined return can look forward to reasonably predictable invest
ment results from its common stock portfolio if its realized and un

realized capital gains are reported on a five-year moving average

basis.

The adoption of a five-year moving average would encourage
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investments in common stocks and make life insurance financial state
ments more meaningful.

The inclusion of realized and unrealized capital gains
and losses in income, ”unaveraged,” would misrepresent Company

operations to the typical reader of the life insurance company income
statement.

Market fluctuations sometimes occur for apparently

irrational reasons.

To cause net income to fully reflect market

fluctuations would cause net income not to be an accurate measure of

the Company’s success in meeting its objective with its equity security
portfolio which is to achieve or exceed a rate of combined return on

its portfolio over a long period of years.

The inequity of crediting dividends from common stocks
to income and realized capital gains and losses to surplus has violated
the accounting concept of matching revenues and expenses.

An integral

part of the premium structure for a life insurance company is the

anticipated investment earnings from premiums being paid in advance

and the expectation that this flow of income will partially offset the
corresponding claims and expenses.

Present practice abuses the

matching concept, in that the total anticipated income is not run through
the income statement and, therefore, is never truly matched against
the corresponding expenses.

To report both realized and unrealized

capital gains and losses on the income statement is the first step in
alleviating this inequity.

However, to ignore the short-term market

fluctuations would still violate the matching concept.

A spreading of these

unrealized gains and losses would correct this deficiency.
A good analogy to the problem of accounting for marketable

equity securities is the accounting for pension plan costs.

The aggregate

cost method is an acceptable method under APB opinion #8 and is in
creasingly popular.

Under this method, actuarial gains and losses from

whatever source are not fully recognized in the year they occur but are
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spread over the working lifetimes of the current plan participants.

This is consistent with the long-term nature of pension plans.
Similarly, equity security portfolios are held by life insurance companies

for long-term results.

By analogy, it is therefore appropriate that gains

and losses be spread.

We favor a five-year moving arithmetical average of

realized and unrealized capital gains and losses to be included in net

income on the following grounds:
1 .

It eliminates management’s capacity to manipulate

its earnings which other suggested methods do not do.
2.

It causes all gains and losses to be recognized in

income within five years.

Other suggested methods may result in deferral

of the recognition of gains or losses indefinitely.
3.

The time period of five years is reasonably consistent

with the time periods insurance company managements use in assessing
their own performance.

Three years is too short a period and would

give unacceptable fluctuations.

Ten years is too long and would sub

merge current investment results.

4.

It is simpler and more easily understood by the

statement reader than other suggested methods.

We would favor that common stocks be shown on the balance
sheet at market value.

The difference between the current year’s realized

and unrealized capital gains and losses and the five-year average figure
should be carried through the surplus account directly to the balance sheet

to reflect year-end market value for common stocks.
The NAIC presently requires life insurance companies

to value preferred stocks on the basis of cost.

The life insurance

industry has purchased highgrade preferred stocks without convertible

features for their fixed income return.

If the Accounting Principles

Board were to require that preferred stocks be valued at market and
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that realized and unrealized gains and losses should flow through

to the income statement on either an annual basis or a five-year moving
average basis, this investment media would not be an attractive outlet
for life insurance funds.

Insurance companies would definitely prefer

to invest in bonds or mortgages which offer similar fixed income
returns, and at the same time shield the income account from unpre
dictable fluctuations.

Our own company has over 3% of its assets in

vested in preferred stocks.

They were purchased with the under

standing that they would be valued at cost.

If this accounting practice

were changed and they had to be valued at market, I am sure that we

would seriously consider liquidating this portfolio.

If other companies

view the valuing of preferred stocks at market as we do, the resulting

liquidation would seriously depress the market for highgrade preferred
stocks.
I trust that the Accounting Principles Board is not

considering the valuation of bonds and private placements on any basis

other than amortized cost.

There is no justification for valuing bonds

at market because they are purchased for their fixed interest return

with the expectation that they will be held to maturity.

If their quality

is such that there is no reason to doubt that they will be redeemed in full
when they mature, fluctuations in market value are meaningless.

Obviously, bonds whose credit is questionable should be valued at less
than amortized cost which is in accordance with present procedures of
the NAIC.

If marketable bonds were valued at market, how would

private placements and mortgages be valued? These three types of
investments have similar characteristics and should be valued on the
same basis.

Obviously, market values are not available for private

placements or mortgages.

The life insurance industry sells long-term contracts
and therefore purchases investments such as bonds and mortgages
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with long-term maturities.

The industry has had a positive cash

flow and has never found it necessary to liquidate bonds or mortgages
to meet its obligations.

of the 1930’s.

This was true even during the great depression

These reasons provide a sound foundation for continuing

the current practice of valuing bonds at their amortized cost.

The attached schedule with its accompanying notes gives
pertinent information for Monumental Life’s common stock portfolio during

the past ten years.

Column #6—Total Realized and Unrealized Capital

Gains and Losses—presents the annual credit or charge to earnings which
would have occurred if spreading were not employed.

Note that in 1970

earnings would have been reduced by $2,059,000, whereas for the first

three months of 1971 earnings would have been increased by $2,598,000.
This short period dramatically illustrates the necessity of spreading

realized and unrealized gains and losses.

When you own common stocks

for the long pull, annual fluctuations of this magnitude only serve to

distort your income statement and fail to portray true investment performance.

Column #9—Balance of Surplus Account—is based on the

assumption that the common stock component of the mandatory security

evaluation reserve as of January 1 , 1965, was used as an initial balance.
This balance along with the subsequent annual credits (or debits) was
sufficient to prevent the account from having a debit balance as of

December 31 , 1970 even though there was a very substantial charge to

the surplus account in 1970.

(1)

(36)
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276

600

1,315
362

892

8,242
9,892
11,617

13,705
15,682

15,719
16,017

16,022

309

1,071
957

3,570

3,944

5,102

1,210

3,263

1,115

1,600

2,922

3,379

5,136

4,255

1964

1965

1966

1968

1969

1971 (3 Mos.)

1970

670

3,567

(137)

6,611

254

845

1963

643

26

5,284
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1,720

1962

1967
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(Losses)

4,340

(a)

847

l

(2)
Sa es
(a)

982

(a)

Purchases

1961

Year

(4)

Realized
Gains &

(3)

Market Value
of Stocks Owned
at December 31

1,706

(2,421)

(125)

(71)

1,635

(516)

879

861

874

(569)

681

(Losses)

Unrealized
Gains &

(5)

($000)

521

N/A
N/A
N/A
2,598

2,920
(2,399)

214

2,706

3,080

(619)1,746

2,365

340

976

1,190

(374)

1,334

379

512

(2,059)

903

944

(240)

610

1,374

(d)

(7)
(b)

(9)

Balance
of Surplus
Account

(8)

Annual
Credit to
Surplus

Credit to
Investment
Income

(7)

______ 5-Year Moving Average_______

529

2,278

1,122

825

737

(543)

907

Total Realized
and Unrealized
Gains/(Losses)

(6)

MONUMENTAL LIFE INSURANCE COMPANY
REALIZED & UNREALIZED GAINS & (LOSSES)
COMMON STOCKS
_____________ 1961 - 1971______________
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NOTES

a.

Purchases, sales and market value for the year are shown for
illustrative purposes only to indicate the magnitude of our
portfolio.

b.

Calculated by taking 1/5 of the total Realized & Unrealized
Gains/(Losses) starting in 1961 on a "5-Year Moving Average.
For example, the amount credited to Investment Income in
1965 was determined by:

($000)
1/5
1/5
1/5
1/5
1/5

of
of
of
of
of

1961
1962
1963
1964
1965

Total
Total
Total
Total
Total

Gains/(Losses)
Gains/(Losses)
Gains/(Losses)
Gains/(Losses)
Gains/(Losses)

907
(543)
737
825
1,122

=
=

=
=

182
(109)
148
165
224
$ 610

To determine the amount credited to Investment Income for
1966; the Gains/(Losses) in 1961 is dropped and the Gains/
(Losses) in 1966 is entered into the calculation, with the
result being determined on a "5-Year Moving Average" 1962 - 1966.

c.

The amount credited to Surplus is the difference between
the Total Realized & Unrealized Gains/(Losses) and the
amount credited to Investment Income. For example, in
1965 the amount credited to Surplus is $512,000 ($1,122,000
- $610,000).

d.

Assuming this retained earnings account is established in
1965 with the balance in the common stock component of the
Mandatory Securities Valuation Reserve as of January 1,
1965.
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701 Montgomery Street
(415) 982-2330

San Francisco, California 94111

Traansamerica Corporation
May 6,

1971

Mr. Richard C. Lytle
Administrative Director
Accounting Principles Board
American Institute of Certified
Public Accountants
666 Fifth Avenue
New York, New York 10019

Dear Mr.

Lytle:

We are again pleased to have the opportunity to contribute to the devel
opment of accounting principles by expressing our views to the Accounting
Principles Board.
The accounting profession is making excellent progress
towards eliminating reporting abuses and narrowing accounting and report
ing differences.
We are appreciative of the Board’s efforts in this area
and the willingness to listen to the views of interested parties at public
sessions such as the open hearing scheduled for May 25-26.
On the subject of accounting for equity securities, we support the present
general practice of carrying such investments on the balance sheet on the
basis of cost until sold, at which time realized gains or losses are
reflected in the income statement.
If the proposal to carry such invest
ments at current market values is adopted, we would urge you to adopt
method 3 of accounting for changes in market value.
Under this method,
only realized gains and losses would be included in income, with unrealized
gains and losses being charged to a special balance sheet account.
In
our opinion, this account should not be included as part of stockholders'
equity.

We are firmly opposed to a change of methods whereby equity securities
would be carried on the balance sheet on the basis of market values,
with recognition in earnings of unrealized as well as realized gains or
losses.
The principal reasons for our opposition are that adoption of
this method:
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*

would ignore the basic concept of income recognition, which is
that net income is derived from exchange transactions and not
from mere changes in market values.

*

would result in anticipation of income, which is clearly contra
dictory to accounting concepts applied to all other business
transactions.

*

would be nothing more than a piecemeal change in accounting
principles from the widely accepted historical cost method to the
not yet accepted price level or fair value method.
We fail to
see why only one balance sheet item has been selected for a
possible change to fair value accounting, and note that a change
here could create distortions and inconsistencies in the treatment
of both balance sheet and income statement items.

*

would lead to the accounting profession improperly affecting the
course of economic activity by making accounting principles a
major determinant of the attractiveness to corporations and other
enterprises of equity securities.

Moreover,
*

we believe the alternative change to a yield, or averaging, method
has no accounting justification and would result in less, not more,
meaningful information with respect to the true earning power of
investments in marketable securities.

A detailed analysis of the issues involved in price level or fair value
accounting is not within the scope of this letter.
Suffice it to say here
that the Accounting Principles Board recognizes widely divergent views
on the subject.
The present proposals with respect to marketable
securities, if adopted, would hasten the necessity of the board to face
this issue, but more importantly would prejudice future discussions on
the subject.
In our view, the board would be well advised to consider
the major issue of price level accounting instead.
Then if it moves
favorably in that area, many of these piecemeal issues will disappear,
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less frequent significant accounting changes will be necessary and much
time and effort will thereby be saved.

To illustrate the dangers of treating fair value accounting on a piecemeal
basis, we call your attention to the fact that if a company found the new
proposed accounting rule on equity securities objectionable, it could
instead invest its funds in convertible bonds or convertible preferred
stocks.
By doing this it would enjoy most of the economic effects of
equity security investments, but at the same time account for such
investments on the basis of cost.
Transamerica Corporation has about $160 million invested in common
stock, principally through its insurance subsidiaries.
This represents
about 2 0% of consolidated capital and in normal years produces about
20% of earnings.
As a major investor in common stocks, Transamerica
simply cannot tolerate flowing unrealized gains or losses through its
income account, and having already studied the matter thoroughly, will
proceed to convert these investments to other earning assets should
these proposals be adopted.
A significant reason for this course of action will be obvious from the
following table comparing our earnings per share as reported with what
they would have been if realized and unrealized gains were reflected
in each year.

Year

I960
1961
1962
1963

Net Income Per Share
Reflecting Unrealized Gains
As Reported

$0.47
0. 56
0. 64
0. 79

$0.
1.
0.
1.

35
13
41
39

1964

0. 92

0. 87

1965
1966
1967
1968
1969
1970

0. 98
1. 08
1. 28

0. 89
0. 79
1. 53
1.48
0. 79
0. 44

1.44

1. 37
0. 66
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Not only would this type of reporting serve to distort the earnings
records of corporate investors, it would tend to cause the investing
market at large to ignore earnings from the common stock portfolio,
in turn dictating a shift of capital to investments still to be valued in
financial statements on the basis of historical cost.
It is unfortunate
that these assets have been singled out for this discriminative treat
ment since our holdings have proven to be in the best interests of our
stockholders.
During the 1960's, our realized and unrealized gains
averaged 11% on average investment, and for the ten years through
1970 this was over 9%.
Critics of present accounting practices contend that it allows companies
some latitude in the timing of the realization of gains.
This is unques
tionably a valid objection, but this is by no means the only situation
where management decisions have an effect on the timing of gains or
losses.
On the other hand, it is one of the few situations where the
reader of financial statements, with even a limited amount of sophisti
cation, is aware that a certain amount of "timing" of gains or losses
is available to management.
More importantly, since realized capital
gains are shown separately, it is one of the few situations where the
reader knows exactly the effect on current earnings.
Also, since the
market value of the portfolio is also shown, he is likewise in a position
to at least know the current situation with respect to cost and market
and make some judgement as to the immediate future prospects.
Nor does Transamerica believe the so-called "average" or "yield" methods
make any sense.
In fact, they would lead to the elimination of informa
tion presently available which enables investors and security analysts to
appraise potential earning power from securities. While market value
would still appear on the balance sheets, cost information would not.
At present, both cost and market information is available, which provides
enough information for advocates of the present proposals to make all
of the adjustments they desire without distorting the historical cost
concept.
Instead, this method would provide a valuation reserve which
would result in carrying equities at a value having no meaning whatsoever,
neither cost nor market.
If instead such a reserve were included with
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liabilities as deferred income, the analysts could not determine the
potential future realization of profit on an annual basis.
Moreover,
if the proposals outlined in the memorandum are adopted as stated,
specifically the prohibition of a debit balance valuation account, the
resulting profit recognition will not even represent a true average.

The following table illustrates the potential effect on Transamerica of
the averaging methods:

Realized
Gains
Actual

Average Realized
& Unrealized Gains
5 Year
10 Year

Present
Cost
Basis

Balance Sheet
Valuation Reserve
Dis closed
10 Year
5 Year
Market
Basis
Basis
Value

1966

$15. 7

$ 9.3

$12. 8

$141.4

$184. 2

$15. 7

$50. 6

1967

17.4

17. 6

16. 0

124. 1

184. 1

32. 8

69. 4

1968

25. 5

16. 3

16. 3

127. 8

191. 3

45. 5

82. 0

1969

28. 2

9. 9

13. 0

137.4

150. 9

13. 7

47. 2

1970

12. 2

7. 2

12. 1

161.6

155. 7

1. 2

29. 9

What kind of an accounting principle is it that has as its basis the averaging
or normalizing of annual results?
If this is appropriate for marketable
securities, why not use it for all other aspects of the business and
"normalize" everything?
We understand that most of the support for
"averaging" is really because it represents a compromise of the com
pletely unacceptable proposed procedure of reflecting unrealized gains
and losses in the income statement, which many believe the accounting
profession is determined to force upon us.

In summary, we recommend no change in the present practice.
If the
Board concludes that equity securities must be carried at market, then
we would urge that the unrealized gain or loss be reflected in a separate
balance sheet category and that changes in such account not be reflected
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in the income statement.
We can see that a separate display of
changes in this account to highlight the change in unrealized apprecia
tion could be meaningful, but in no way should it be done in a manner
which suggests that such changes are part of net income.
Again, we thank you for this opportunity to make our views known to
you, and look forward to visiting with you further at the open hearing
in New York.
Very truly yours,

Gary L. Depolo
Vice President - Controller

GLD:mrp
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American Mutual Insurance Alliance
Accounting for Investments in Equity Securities

The accounting procedures followed by mutual fire and casualty insurance
companies are governed by the laws and regulations of the various states
in which the companies operate and by the form of the Annual Statement
Blank and the Instructions for completing it adopted by the National

Association of Insurance Commissioners.

The Alliance is opposed to any

"Accounting for Investments in Equity Securities" which is not in
accordance with statutory Annual Statement requirements.

It is also

opposed to any presentation of financial data which would appear to
indicate that the income and surplus as reported in the Annual Statement

are improper.

Valuation of Equity Securities
At the present time both preferred and common stocks are valued at
market values published by the National Association of Insurance
Commissioners Committee on Valuation of Securities.

These values are

reported as Assets on lines 2-1 and 2-2 on page 2 of the Annual Statement.
However, it should be pointed out that the Annual Statement, Schedule D Part 2 presents complete detailed information on all preferred and common

stocks owned as of the statement date, showing Book Value, Market Value

and Actual Cost.

The Alliance supports the continuation of the present

procedure followed by fire and casualty insurance companies of measuring

investments in equity securities in the "Balance Sheet" at current market

value.

Since insurance accounting differs in many aspects from

accounting for other business enterprises, we take no position on this
question relative to other industries.

We do not feel that the fact

that insurance accounting is statutory accounting should require or
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impel other business enterprises to follow the same procedures.

Nor do

we feel that fire and casualty insurance companies should be required to
change their procedures just for the sake of uniformity with other

businesses.

If a change in accounting procedures appears desirable,it

should be given consideration on its own merits by the insurance
industry and by the National Association of Insurance Commissioners, and
either adopted, modified or rejected on the basis of the purpose served

by statutory accounting.

This same general statement of principle with

respect to statutory accounting and general accounting is also applicable

to the measurement of income and the treatment of realized and unrealized

capital gains.
Treatment of Realized Capital Gains

Net realized capital gains are shown on page 5 of the Annual Statement in
Part I A - Capital Gains and Losses on Investments, and are carried into
the Statement of Income on page 4.

Income but presented separately.

These data are grouped with Investment

The total of investment income and

realized capital gains or losses are considered together as ’’income" and

presented as "net investment gain or loss."

The Alliance supports the

current statutory accounting procedure of treating realized capital gains
as income in the year such capital gains are realized.

This procedure is

consistent with the Federal Income Tax requirements and we do not believe
this procedure should be modified by any amortization formula, spreading
out the realized capital gains over a period of years.

Since some

securities are purchased for growth while others are acquired for current
income, we are of the opinion that the realized capital gains should be

recognized in some form as income.

The method of presenting the realized
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capital gains in the Annual Statement should be determined by the

Blanks Committee of the National Association of Insurance Commissioners.
However, on the important question before the Accounting Principles
Board on the treatment of realized capital gains we are supporting the
current Annual Statement requirement that fire and casualty companies

treat realized capital gains as income as they occur.
Unrealized Capital Gains or Losses

Net unrealized capital gains or losses are shown in the fire and casualty
statement on page 5 in Part 1 A - Capital Gains and Losses on Investment.

They are carried directly into the Capital and Surplus Account on page 4

and are not included in the Statement of Income.

We support this

procedure.

Summary of Position

On page 14- of the March 1971 memorandum prepared by the Committee on
Accounting for Marketable Securities, it is stated that one of the major

questions before the Accounting Principle Board is:

Should all companies follow a single general practice or
do differences in circumstances justify special practices
for special circumstances?

We suggest that differences in circumstances of companies in different
businesses do justify special practices; further, that fire and casualty
insurance companies should continue to account for investments in equity

securities as prescribed by the authorities regulating our industry.
Separate accounting practices are justified especially where the
accounting systems are subject to strict regulation as in the case of
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insurance companies.

In this connection in November 1947 a joint

statement prepared by the American Insurance Association, American

Mutual Insurance Alliance and the National Association of Independent
Insurers was presented to the American Institute of Certified Public
Accountants which expressed objection to the inflexible and

undiscriminating application of "generally accepted accounting principles"
to the fire and casualty insurance industry.

The following are quotations

from that statement:
"The accounting practices prescribed by regulatory authorities
for the insurance industry in the United States are time tested
and provide sound, reliable, comparable and uniform financial
and operating information based on principles carefully developed
over a period of one hundred years by qualified individuals
experienced and knowledgeable in the industry."
"The fire and casualty insurance industry submits that its
financial statements, prepared in accordance with statutory
requirements, are outstanding for their scope of information,
uniformity, consistency and comparability, thus providing
society as a whole - and not merely one group of interested
persons - meaningful data upon which to base their decision."
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Accounting for Investments In Equity Securities
(For Insurance Companies)
Statement of the Majority View of the AICPA Committee
on Insurance Accounting and Auditing

In February 1969,

the

AICPA Committee on Insurance

Accounting and Auditing presented a statement of its views

on "Accounting for Marketable

to the

Securities by Insurance

Accounting Principles Board.

Companies"

In that statement the

Committee presented certain background information and certain

broad points of agreement which then led to

its consideration

of two broad methods of accounting for investment gains and
The material included in the

losses.

February 1969

which precedes the material covering the

statement

Committee’s consideration

of what was referred to as Methods A and B is still regarded as
appropriate to

current deliberations and is incorporated herein

by reference to the original statement.

report is

(1)

to furnish an updated indication of the

held by different members of the
of the

1.

2.

Committee

view held by a majority of the

individual

The purpose of this

Committee members may be

and

views

(2) an elaboration

Committee.

The

views of

summarized as follows:

Those advocating accounting for
equity securities at cost on the
balance sheet and recognizing
only realized investment gains or
losses in the income statement

1

Those advocating accounting for
equity securities at quoted values
on the balance sheet and recognizing
only realized investment gains or
losses in the income statement with
unrealized appreciation or depreci
ation being credited or charged
directly to an appropriate surplus
account
1
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3.

Those advocating accounting for
equity securities at quoted values
on the balance sheet and recognizing
both realized and unrealized invest
ment gains or losses either in the
income statement as a part of net
income with appropriate segregation
of such gains and losses from income
derived from other sources or in a
separate statement of investment
gains or losses.
4

4.

Those advocating accounting for equity
securities at quoted values on the
balance sheet and recognizing both
realized and unrealized investment
gains and losses in the income
statement on a yield basis which
avoids giving undue weight to short
term market fluctuations and which
is not inconsistent with a company’s
experience over time.
8

.
5

Abstaining

The remainder of

1

this report deals with a broader discussion

of the reasoning and the mechanics contemplated by item 4.
a preface to this discussion,

the

significance of

and

in particular,

industry.

be

As

it may be helpful to first consider

investment activity in the
the property and liability

In the life insurance industry,

insurance

industry

segment of the

of course,

it may

said that the entire business is largely dependent upon

the need to invest funds provided by policyholders over long

periods of time in a manner which reasonably assures the ability
to provide

guaranteed benefits as deaths occur.

The need for

reasonable certainty has a substantial influence on the types

of

investments that may be made with the result that approximately

80% of the assets of the industry are invested in fixed income
securities while only 6% of the assets are invested

in equity
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type securities.
the other hand,

portion of

In the property and liability industry,

the nature of the business is such that a greater

investable funds

(approximately 1/3)

is provided by

Such capital is needed only to the extent that

the owners.

policyholder funds,

together with the investment income thereon,

might not be adequate to cover all costs,

including a proper

return on the funds provided by the owners for the

risks to which

such funds are exposed.

be greater flexibility
that in the

on

Thus,

insurance

there tends to

in the mix of investments with the result

stock segment of the property and liability industry

approximately 35% of the assets are invested in equity securities,
while approximately 45% of the assets are invested in fixed

income type

securities.

Expressed in another way,

ments in equities tend to closely approximate

the

invest

stockholders'

equity in the older and larger companies while

the newer and

smaller companies tend to concentrate more heavily on the fixed
income type investments.

The

and liability

significance of investment activity in the property
industry is perhaps best expressed in terms of

its relative importance to the total results of operations.

During the fifty years ended in 1969,

investment income and

investment gains and losses represented 97% of operating results
while underwriting results contributed only 3% to the total

results of operations.

In the quarter century ending in 1969,

investment income and investment gains and losses accounted
for 100.4% of operating results with underwriting activities
and resulted

in an aggregate loss equivalent to

.4% of the
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total operating result.

the fifty year period,

however,

More to the point,

during

investment gains represented 33% of

the total operating results,

while during the last quarter

they represented 38% of the total operating result.
twenty-five years ending in 1968,

For the

investment gains were 45%

of the total operating results and about 60% of these represented

unrealized gains.

There is clearly no basis for the traditional

assertion that investment gains and losses are not a part of
operations or that they should not be a part of net income
The question,

in the insurance business.

very simply,

is how

to report these investment results in the most useful and

meaningful way.

The significance of investment operations of

insurance companies

is obviously such that the idea of excluding

any consideration of the results of this portion of an insurance

company’s activities

in measuring the results of an insurance

company’s operations is difficult to defend.

Those that advocate the proposition that realized
and unrealized gains and losses are a part of the overall
investment yield and

should be reported as such must first

point to the alternatives to establish the logic

the yield approach.

Thus,

inherent in

the idea of carrying equity

securites

at cost and recognizing only realized gains and losses is

regarded as improper because

(1)

it ignores a significant

portion of the investment activity and

the abuse of managed earnings.

(2)

it readily permits

In the property and liability
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industry as a whole,

it is

significant that in at least the

last 20 years there has never been an aggregate realized loss,

notwithstanding the fact that in 6 of the last 20 years there
have been substantial unrealized losses.

The use of market values for balance

sheet purposes

only while only recognizing realized gains or losses as income

has the

same deficiencies as the cost method.

however,

In addition,

this approach appears to represent that these changes

in net asset values are somehow not derived from the results of
operations.

More to the point,

however,

if quoted market value

actually represents the realizable value of these investments

on a going concern basis,
these

on what basis can the changes in

’’realizable values” be excluded from the results of

operations?

On the other hand,

if quoted market values do not

represent realizable values on a going concern basis,
basis can they be used for balance

on what

sheet purposes?

The next most logical alternative involves the reporting
of both realized and unrealized gains and losses as a part of

net income each year as they occur.

In terms of presenting

the total results of operations on an annual basis it may be

said that this approach has considerable merit.
deficiencies,

however,

are twofold.

First,

Its major

this approach

requires that the quoted market value at any balance

sheet date

must be accepted as being a reasonable measure of realizable

value on a going concern basis.
dentally,

This may be true only

coinci

depending upon where we happen to be in the market cycle.
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Obviously,

sight

this can only be determined on the basis of hind

since we really cannot ascertain where we were in a

market cycle until the cycle has been completed.
reason,

incidentally,

for purposes of

This is one

why the use of past changes in cycles

measuring current yields cannot be dismissed

as being mere "averaging" or "smoothing.”

Secondly,

approach clearly results in giving undue weight to
market fluctuations and it can,

therefore,

be

this

short term

seriously mis

leading to those who rely heavily on earnings per share and
the trends in earnings per share.

separate per share calculations for

approach also advocate

what they term ’’operating earnings"

income.

Those that advocate this

as distinguished from net

This is a clear acknowledgment that they recognize that

income per share

is somewhat meaningless (as the investment

community has concluded

But more importantly,
element of

in the case of bank earnings per share).

it fosters the idea that somehow the growth

the investment yield is not a part of operations,

while the cash element of the yield is a part of operations.
The real economics of

the business are obscured by an unrealistic

emphasis on short term market activity.

Those holding to this

view say "this is what actually happened and,

is what must be reported."

therefore,

There is a shortcoming here,

this
however,

because the statements will not present "what actually happened"
in a way that can be said to be fair to all users of
ments.

the

state

It is one thing to present "what actually happened"

but it is quite another thing to recognize

that the generation
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of

investment yields due to growth is not categorically confined

to twelve-month periods and that the

annual effect OF "what

The

real need

actually happened"

real problem,

on these yields.

very simply stated,

return on investments in equity securities.

the

is to present the

is how to recognize

Dividends are

only a part of that return.

Increases in value are

also a part

of the return on investments

in equity securities.

In reporting

income there

investment

is a need to measure that portion of the

return on investments which is derived from increases
To do so on the basis of the annual realized

vestment

us

in

and unrealized

gains and losses produces an answer which experience tells

is not necessarily indicative of ultimate average annual yields

on a long-term basis.

This is because of the undue

short-term market fluctuations.

year-end do not

realized

d

theoretically,

if the entire equity portfolio were
the

sold on the last

and accordingly these

in nature.

A defensible answer to the
gains and losses

could

liquidating value of the

This simply does not happen,

values are only tentative

ment

of

reflect the values that will ultimately be

of business each year (i.e.,

portfolio).

influence

Quoted market values at any

They indicate those values that,

realized.
be

in value.

dilemma of reporting invest

should require that

it

is consistent with

the presentation of realizable values on the balance
use of quoted values for presenting balance

sheet.

The

sheets which include

substantial investment portfolios is accepted as the starting point
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in most proposals for accounting for marketable equity securi
All attention is then directed to the

ties.

to recognize

question of how

changes in values in reporting the results of

ope rat ions.

The problem is to judge what will be

the ordinary course of business.

The amount

realized

so judged in any
attributable to

year can be

regarded

as the

growth and,

as

can be used to measure the total

such,

return for the year.

investment yield

To the extent

portfolio is more than the amount
there

in

investment

that the quoted value of a

judged as being realizable,

is no basis in economic logic (or in accounting for that

matter)

for considering such excess to be a part of earnings or

a proper addition to surplus and net worth.

experience tells us that the exact

see this),

there

quoted values at

since

any point

in

(one need only look at the trendless

time will not be realized

volatility of the

Accordingly,

changes in these values from year to year to
is a need to do one of two things

in measuring

the extent to which the changes in realizable values

income.

considered

as investment

record the

investment portfolio at

One method would be to

income.

investment portfolio at

simply

its estimated realizable

each year and to include the annual change

part of investment

should be

Another method

value

in that value as a
is to record the

its quoted value and then to adjust the

quoted value to realizable value through the use of

a valuation
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reserve.

For example,

quoted value of a common stock

if the

portfolio were $1,000,000 and the
$600,000,

there would be

there were

reasonable

an unrealized gain of $400,000.

On the other hand,

certainty that $1,000,000 would ultimately

such as to indicate that

if experience were

could reasonably expect to realize only $700,000

ordinary course of business,

$100,000.
$700,000,

If

the real income to be recognized would be $400,000.

be realized,

we

cost of that portfolio were

the

in the

real income would be only

This could be done by recording the portfolio at

or,

preferably,

it

could be done by recording the

portfolio at $1,000,000 with a charge to income for $300,000,
amount necessary to provide

representing the

a valuation reserve

to be deducted from the $1,000,000 portfolio.
the

result

is the

same.

For financial

In either case,

reporting purposes,

cluding reporting for regulatory and rate purposes,

method would be preferable because

it discloses

in

the latter

exactly what has

happened to quoted values as well as what experience indicates is

the extent to which the quoted value

should be regarded as

The use of a yield method is advocated,
not

income.

therefore,

as a means of arbitrarily smoothing the effects of market

volatility,

but

itself to the
tually,

the

of changes

rather because

important

it

is the only method which addresses

consideration of realizable values.

Ac

investment yield attributable to growth is a product

in realizable values and not a product of changes

in
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quoted values.

The

concerned with the
Certainly,

of

real objections to the yield method are
question of technique and methodology.

most would agree that if the cash and

growth elements

investment yields were precisely determinable each year,

would be logical to include these yields as a part of net
The fact that no method

income.

can accomplish this precisely is not

a reason for concluding that
and

it

it cannot be done

in a rational

systematic manner.

perhaps,

There are,

should the methodology be then?

What

a number of ways in which this could be done.

in any of the possible methods

contemplated here,

presumption that the determination of the

However,

there

is a

annual yield will be

based on experience and not on a prospective view as to what
yields

are expected to be in the future.

Two basic methods

appear to exist with additional methods merely being variations

of these two.

Under one approach,

and losses for each year would be
only be

recognized

that each year's
ment

as

and unrealized gains

combined.

However,

they would

income over a prospective period of time

income

includes

gains or losses which arose

another way,

realized

a pro rata portion of the

in prior periods.

investment gains and losses to be

invest

Expressed

recognized

so

in
income

as

each year would represent a moving average of previous years'
realized

and unrealized

approach appears to

gains and losses.

At first

glance,

this

involve a degree of arbitrariness designed to
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produce a "smoothing effect."

However,

an analysis of the

results of this technique using a ten-year moving average
suggests that

it

is consistent with what might be expected to

be accomplished in any investment portfolio over a long-term

period.

This is reasonably demonstrated by observing the

changes in market levels over the last 30 years as represented
by the Dow-Jones annual composite averages and relating such

changes to the
average

of the

result that would arise using a ten-year moving
annual changes

in composite averages.

Average of Previous
Ten Years' Changes

Year

1949
1950
1951
1952
1953
1954
1955
1956
1957
1958
1959
1960
1961
1962
1963
1964
1965
1966
1967
1968

D-J
Composite
Average

64.37
77.69
93.98
103.71
107.11
124.24
161.34
174.54
164.83
169.27
212.78
204.57
232.44
221.07
253.67
294.23
318.50
308.70
314.79
322.19

% of
Increase
(Decrease)
Prior Year's
During Year Amount D-J Composite
( 1.95)
13.32
16.29
9.73
3.40
17.13
37.10
13.20
(9.71)
4.44
43.51
(8.21)
27.87
(11.37)
32.60
40.56
24.27
(9.80)
6.09
7.40

2.83
4.16
5.79
6.77
6.07
7.29
9.76
10.35
10.14
10.30
14.84
12.69
13.85
11.74
14.66
17.00
15.72
13.42
15.00
15.29

4.3
6.5
7.5
7.2
5.9
6.8
7.9
6.4
5.8
6.2
8.8
6.0
6.8
5.1
6.6
6.7
5.3
4.2
4.9
4.9
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increase

The
of the

investment

(decrease)

during each year is

indicative

gain or loss result that would be expected

through the use of Proposition 3 as described previously on
page

2.

Averaging the actual increases or decreases over a

is indicative of the

ten-year period

investment gain or loss

result that could be expected through the use of the yield ap
proach.

While

it

is to be expected that the

would have a "smoothing"

effect,

it is of more

note that the use of an average change would
reporting an annual "yield"

with the dividend

investment yield

appear to be

averaging technique

significance to

appear to result

on market value which,

cash yield,

in

when combined

would tend to approximate a combined

in the magnitude

of 8% to 12%.

This does not

inconsistent with what might be terms a reasonable

investment objective

in an institutional equity portfolio over

a long-term period of time.

A second method that might be used to determine current
yield rates involves a procedure whereby:

1.

Realized gains and losses each year are combined
with the change in unrealized appreciation
based on quoted values.

2.

The above amount would be charged or credited to
a valuation reserve which would include similar
amounts accumulated over the previous 10 or 15
years.

3.

The amount in 1 above would be related to the
average portfolio priced at quoted values to
produce a percentage change for the year.
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4.

The average of the ratios developed in 3 above
for the previous 10 or 15 years would produce
an average yield which would be applied to
the average portfolio for the year to arrive
at current income attributable to the growth
element of the yield.
The reserve referred
to in item 2 above would be relieved of the
amount credited to income.

5.

The balance in the reserve would be shown as a
valuation reserve against the investment portfolio
on the balance sheet.

Under any method,

the realized

and unrealized gains

or losses for each year should be disclosed in the financial
statements.

This could be done by showing an analysis of the

changes in the valuation reserve.

It could

also be done by

including the following captions in the investment
tion of the income

sec

statement:

Interest, dividends, rents,
Realized gains (losses)
Unrealized gains (losses)
Total
Add (deduct) change in
valuation reserve
Yield attributable to
changes in values
Total investment income

In any method,
gains and losses

income

the

less

investment expenses
xxx
xxx
xxx

xxx

xxx
xxx

xxx
xxx

concept of averaging the

investment

or of averaging the annual percentage changes

attributable to realized and unrealized gains and losses requires
that to the extent the

income,

gains and

losses

are not yet recognized in

they be excluded from net worth.

Quoted market values at

any given point

conclusive evidence as to what ultimate realizable

in time are not

values will be
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in a long-term investment portfolio.

The only justification

for using quoted values as of the close of business at

is to assume that the

date from an economic point of view,

portfolio is going to be liquidated
liquidating concept

and it

a specific

immediately.

This

is for this reason that

is a

quoted

values may not be proper when following a going-concern concept

which requires that consideration be given to long-term experience.

The unrecognized portion of quoted values would,

be a valuation reserve against the

effect,
of the

securities.

market values are

This is
such that

sound because

it

priate to recognize the valuations

recognize

these

It is,

actual market values
if fluctuations

in

is inappropriate to recognize

and losses on a year-to-year basis,

anything but tentative.

in

then it

is likewise

at any one point

therefore,

gains

inappro

in time as

appropriate to not

such spot values as assets at full value.

Accordingly,

adjustments are intended not to smooth or normalize

income

but rather should be regarded as a means of recognizing realizable
values on a going concern basis as distinguished from a liquidating
basis.

The

not new.

concept of averaging investment

In its Opinion No.

pension costs,

November,

1966,

the Accounting Principles Board

averaging technique
The Board

8,

gains or losses

is

on accounting for

recommended an

in accounting for actuarial gains and losses.

stated that

it believed that unrealized appreciation

and depreciation should be recognized

in the determination of the
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systematic basis

provision for pension costs on a rational and
that

avoids giving undue weight to short-term market fluctuations.

A number of universities have

concepts"

introduced "yield

measuring revenue on endowment funds which can be
be used for operations.

Treasurer,"

December,

Yale's method,

considered to

In Yale University's "Report of the

1966,

the treasurer described how under

income from investments available for expenses

consists of yield (dividends and

of the appreciation in market

tutions,

in

such as

interest),

value (gain).

plus

a prudent portion

Other academic

insti

Cornell University and the University of Chicago,

have followed practices similar to Yale in utilizing as

income

a portion of the gains related to their funds that may be legally
spent.

Dartmouth uses an averaging formula in dealing with the

problem of accounting for investment gains and losses.

article on this subject published
the Journal of Accountancy,
have

suggested that

income

in the June,

the author stated,

1970,

In an

issue of

"Some economists

on investments and equity securities

should be redefined to include dividends paid out of current

corporate

income,

plus the portion of income for the year rein

vested in the business and perhaps,
increment or decrement
securities owned"

some portion of the annual

in unrealized market appreciation on the

(Underscoring added.)

The total portfolio of marketable

securities

is a long

term investment even though individual securities may be purchased

and

sold from time to time.

These portfolios are managed on a
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long-term basis,
and

and the yield is

represented by both dividends

gains or losses over a period of years.

to short-term market

fluctuations

Giving undue weight

in reporting the earnings of

a company or ignoring them entirely can distort the facts and
be misleading.

Thus,

recognizing both realized and unrealized

gains and losses over a reasonable period more
the long-term nature of the

clearly reflects

investments and their yields and tends

to be more meaningful and useful in considering the
profitability .

subject of

May, 1971
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ACCOUNTING FOR INVESTMENTS

IN EQUITY SECURITIES
(OTHER THAN BY THE EQUITY METHOD)

BACKGROUND AND STATEMENT OF THE PROBLEM

A statement entitled, ’’Accounting for Marketable Securities
by Insurance Companies,’’ by the AICPA Committee on Insurance
Accounting and Auditing was submitted to the APB for consideration
early in 1969.
In essence, this statement contained the back
ground of the problem, a discussion of the valuation principle,
the handling of the related charge or credit, and recommended that:
1.

Marketable securities, encompassing common and preferred
stocks, excluding investments made for purposes of
control or affiliation, should be carried at market
values.

2.

A change in the general practice to flow realized and
unrealized gains on these investments through the income
statement would be preferable treatment and be in accord
with the intent of APB Opinion No. 9.

This statement of the Committee on Insurance Accounting and
Auditing is included herein by reference in its entirety as it
will be presented during these hearings, except for the recommended
method of accounting for the net changes in each year on the basis
of an investment yield formula, rather than the recognition of year
end values as they occur.
This exception, therefore, constitutes
the minority opinion of this Committee.

It is the thesis of this memorandum that, given the concept
that inclusion of realized and unrealized investment gains (net of
the related tax effect) in the income statement is correct, the
only acceptable and rational method is one which places such gains
and losses in the period in which they occur, and not over ’’....some
rational and systematic recognition of the results of investing in
marketable securities....” that would be ’’....amortized over a
period of say, ’blank’ years, or any other period.... not inconsistent
with an individual company’s investment turnover experience,” as
suggested by the majority.

While many of the statements made in this memorandum are
applicable to all entities, the principal thrust of the arguments
are concerned with insurance companies in particular and similar
entities who consider a major source of their income over long
cyclical periods to be from investments in equity securities.
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It has become more evident than ever, since the promulgation
of APB Opinion No. 9, issued in 1966, that the conclusion emphasizing
the reflection of all items of profit and loss recognized during
the period (other than prior-period adjustments as defined) in the
income statement has been accepted by the accounting profession and
industry in general.
Investments in equity securities, under the present general
practice, are measured at historical cost, or the lower of historical
cost or market value in balance sheets; realized gains and losses
from sales or exchanges of such assets are reported in the income
statements in the period when such transactions occur.
Exceptions to the general practice, with varying treatments,
occur in specialized industries where investment activity is a
significant element of operations.
Examples are insurance companies
(both life and fire and casualty) investment companies, mutual
funds, security brokers and dealers, common trust funds, etc.

The increase in the number of such specific industries
marketing their securities, the formation of holding companies,
and the acquisition of such entities by non-financial parents has
focused the attention of the investing community and the regulatory
agencies upon the very significant operating results of these
companies and the impact that investment gains and losses would
have on their earnings-per-share figures.
It therefore is becoming increasingly apparent that the
income statement should measure the total performance of the
enterprise, and the managers of the equity security portfolios
should submit to the same accountability as those who manage the
operating departments of their organizations.

For example, in the last twenty years, some quoted statistics
indicate that stock fire and casualty insurance companies have
added to their surplus from three principal sources:
a.

Underwriting process

b.

Investment income
(dividends and interest)

c.

Investment gains andlosses

3%

53%
44%

To exclude from the income statement such a significant portion as (c)
of the earning stream appears to run counter to the intent and
purpose of recent pronouncements of both professional bodies and
industry groups.
A few notes about the history of life insurance accounting
may illustrate the evolution of the problem, which dates from
about 1858.
In 1874, the National Insurance Convention, now
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the National Association of Insurance Commissioners, expected
the companies to bring all their assets into the balance sheet
at market values.
These rules were applied without modification
until 1907, when the severe panic in the New York security market
caused changes to the present asset valuation system, in which
generally only common stocks are carried at market and all other
assets at cost or amortized values.
The principle of using amortized "stable” values was intended
to prevent severe impact on companies’ surplus, thereby at times
creating a statutory insolvency, and not recognizing insurance
companies as going concerns.
Even though many companies do not
today always hold such investments as bonds and other fixed
obligations to maturity (trading in bonds and mortgages is
frequently very active), the proposal to mark these assets to
market has not been widely suggested.
In 1959, when Committee hearings on the taxation of life
insurance companies were held, life executives argued against the
inclusion of capital gains as an element of investment income,
giving three objections:

(a)

Gains and losses are frequently the result of
changes in interest rates.

(b)

Even when gains are realized, it is necessary
to reinvest immediately to maintain the rate
of investment income.

(c)

Gains and losses tend to cancel out over long
periods of time.

Since bonds and mortgages are carried at amortized or
investment value, capital gains and losses arise principally from
the company’s dealings in stocks.
Even though insurance people
often claim that they can level out the effects of fluctuations
in values by the timing of realized gains, it seems inconsistent
to bar from the calculation an element so material to the evaluation
of the final performance of the portfolio managers as such capital
gains.

It might be argued that there is no satisfactory way to
incorporate capital gains and losses as an element of the income
statement without also breaking down the investment expenses
applicable to this particular phase of the investment operation.
This objection has little merit, since many other allocations in
accounting of a less exact nature are made on satisfactory bases
no more arbitrary in nature than would be required here.

Since the insurance industry has, for over 100 years, treated
investments in common stocks to be properly reportable at market or
fair value, it can be deemed to constitute substantial substantive
support for the practice.
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It is, therefore, quite evident that an integral part of an
insurance company operation is the management of its investment
portfolio; the per-share earnings should include in this important
yardstick such investment results.
While the timing of cash
realization may be within the province of the portfolio managers,
the inclusion of the unrealized gains will prevent distortion of
such fluctuations.
In no event should such meaningful factors
continue to be buried in the surplus account.

The main issue in restating the position of capital gains
is perhaps whether investment aggressiveness as conditioned by
capacity for risk is important enough to be separately set forth
for investor evaluation.
While it can be argued that the rearrangement to be so effected
does nothing for the eventual net results in their impact on surplus,
I cannot agree that such a material element of readability can be
disposed of so summarily.
Whenever the accounting profession can
enhance the value of statements to an enlightened segment of the
investing public, and improve the comparability of operations for
company management, it should proceed in a vigorous fashion to
achieve these goals.
It is a meritorious aim in itself if the
investor would no longer have to combine various elements of
earnings in attempts to equate operating statements in the future.

THE CRITICAL DECISION
At present,under statutory, or ’’liquidation” approaches to
insurance accounting, only realized gains or losses for fire and
casualty companies are recognized in the income accounts, while
unrealized changes pass through surplus; both realized and unrealized
gains pass through surplus for life companies.
An opportunity is,
therefore, presented to management of fire and casualty companies
and industrial corporations to trigger the realization of gains
and losses at a time when it benefits either the statement
presentation of the company or its tax posture, since other gains
or losses from investments in mortgages, real estate, etc., are
recognized only when realized.

In John Myers’ article, "The Critical Event and Recognition
of Net Profit,” he suggests that profit (or loss) be recognized
at the moment of management’s making the critical decision.
Each
year that management chooses to hold securities, it has made a
decision not to sell, and this inaction is as significant a decision
as action.
Both realized, and unrealized gains and losses together
should constitute the proper measurement of the total results of
investment operations.

Under averaging methods, the accountant may endorse techniques
which will effectively prevent the stockholder or prospective investor
from being permitted to judge management’s ability or inability to
make correct investment decisions.
If we accept the premise that
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management makes the critical choice to hold or dispose of
marketable securities, we must also accept the fact that the
choice to hold is every bit as important as the choice to sell;
the increase or decrease in valuation of the holding gains or
losses should be attributed to the period in which they occurred,
without regard to the necessity to sell or exchange for cash
recognition purposes.
Consider also the nature of the common stock investment; it
is in a class unique among items on the balance sheet.
No other
comparable assets, except perhaps, precious metals, are so suscep
tible of the immediate quotability and marketability as are
securities of this nature (private placements are excepted).
Since these securities can be disposed of literally in seconds
through the media of electronic devices, a decision not to
dispose is equally important as a decision to sell.
It is,
therefore, somewhat an absurdity to indicate that a measurement
of the performance of a portfolio as of any given December 31 is
something selected in such an arbitrary fashion as to "catch” the
company unaware of the results.
This suggests that the approach
at the end of the reporting cycle was so sudden as to catch the
portfolio with its stocks up or down.

INVESTMENT-YIELD PHILOSOPHY

Proponents of the spreading technique concede that capital
gains and losses on marketable securities are part of the long-term
investment philosophy of the portfolio managers, as well as cash
returns from interest and dividends.

The insurance company is charged with the responsibility of
using the premium money collected in such a way that it will be
able to meet claims when they mature, after paying the costs of
acquisition and costs of doing business.
To this end, the funds
received are invested with the aim of accumulating sufficient sums
to pay policy benefits, actuarily calculated.
Premium rates are
determined assuming that premiums will be invested and will earn
an estimated return.
Therefore, it is contended that the overall aim of the
portfolio managers must be measured by their goal in investing in
common and preferred stocks, bonds, mortgages, real estate, etc.
The argument is made that even if they do not hold marketable
securities for lengthy periods of time, their yield philosophy
still includes the investment gains attributable to such trading.
I believe that this latter concept is separable from the truly
long-term investments with fixed maturities, such as the bonds,
mortgage loans and real estate holdings.
In Accounting Research
Study No. 7, ’’Inventory of Generally Accepted Accounting Principles
for Business Enterprises," Paul Grady writes:
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"Marketable securities are usually purchased with the
intention to sell them within a short period of time.”
If the goals of investment yield constitute a rational
method to attain a certain rate of return, does this not constitute
a rational method for measurement of the results thereof?
If
some other averaging technique were superimposed upon this philos
ophy in order to report for accounting cycles, would not this
arbitrary yardstick possibly distort the original theory, and
also constrain the flexibility a manager must retain to meet
changes in the economic climate?

Further, the determination of each individual company’s
investment experience involves a highly subjective exercise in
security analysis, and will perforce result in an almost infinite
variety of formulas.

The development of such technique for amortization of gains
and losses would necessitate substantial agreement between the
portfolio managers (who may change), top executive management,
and the professional accountant as to the rationale employed.
At the very least, the independence of the auditor is somewhat
abridged in such a process, when external influences are put
aside (the actual changes in the market place) and an artificial
framework substituted.
It can even be foreseen that a possible area of potential
litigation could be anticipated if some factions find it expedient
to question or challenge a company’s method, contending that it
distorted or obliterated the actual results.

Consider the entities now reporting outside the pale of
generally accepted accounting principles, such as mutual funds,
common trust funds and precious metals dealers (who meet the test
in Statement 9 of Chapter 4 of ARB 43 of immediate marketability
at quoted market price); these entities do not spread, smooth, or
average the results of operations over any period other than their
normal accounting cycle.
The onus of such a method as smoothing
would be upon the inventor thereof to justify lack of distortion,
such as concealing a deeper loss, or minimizing a greater profit,
thus further confusing the investor or stockholder who is attempting
to evaluate each year’s performance, without the complication of
segments from many other periods being intermingled in the financial
statements.
MARKET TRENDS

The point has been made that a system should be sought
which would avoid violent swings in the market and undue
fluctuations which take place at year end due to short-term
trends.
This position ignores the fact that at the same time
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there are long-term trends which are also in operation in the
market and which, to a great extent, tend to cancel out or dampen
the wider swings of the short-term trends.
The organized markets
are today influenced by so many variables, such as the health of
the President, the growth of the GNP, the state of international
problems, the question of internal politics, etc., that to suggest
that an additional and arbitrary method be imposed on top of these
various influences is somehow disturbing.
It has been suggested
that the market itself and its interactions may indeed be the most
rational and systematic method which we have observed over the
long cycle.

If, on any given December 31, when an insurance company must
render an account of its stewardship of the funds entrusted to it
for operations and investment, and there is a substantial decline
in market values, must the accountant report such a severe drop?
I do not believe that it is within the purview of the account
ant’s professional mandate to do anything other than faithfully
report what has actually taken place.
To have the accountant
suggest, or contrive to implement a procedure which would effect
ively serve to diminish or curtail the effect of fixed or determinable
transactions in the market place makes the profession a party to
managed or manipulated earnings.

Consider a given set of facts, namely a severe decline at a
given December 31, and an even more marked decline by the time the
accountant performs his examination.
Is it still his task to
agree to a method which would have "smoothed” the December 31
loss over some arbitrary period of time, knowing that subsequent
events have exhibited more deterioration?
Is there not a potential
culpability, fraught with critical and perhaps legal exposure?
The judgment factor introduced by such a method involves the
accountant in the determination of policy-making (setting the period
of amortization) and in the corollary functions which must be
assumed for the future, namely evaluation of possible permanent
impairment in values, measured from amortized values far removed
from the actual market place, existing only on some arbitrary
lapsing schedule which he may have helped to create.
If the insurance company created a new policy which had
resulted in the same dollar gain or loss as was obtained in the
investment portfolio, would the accountant have one moment's
hesitation about reporting the true results, in the period in
which it occurred? Why then does he hesitate about the impact
of changes in the investments in marketable securities, when in
many cases they are equally as significant as ordinary operations?
Managers of portfolios are accustomed to buying their investments
on the basis of earnings per share and price/earnings ratios;
they should not be unwilling to have their performance in their
own company be judged by the same standards.
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AVERAGING OF FUNDS
Implicit in the averaging or smoothing technique, is the
thesis that funds realized by the sale or disposition of any
security in the portfolio will be reinvested in some fashion
and so the investment yield philosophy is a composite one.
To
follow such a theory through to its logical conclusion, it would
be necessary to put a constraint upon the company or the portfolio
manager so that there be no shifting of funds out of this category
of investment into any other, and particularly not into one of a
fixed nature, such as real estate.
The reason for this is that
if there is a composite accounting for gains and losses; a security
could be sold and its effect, either gain or loss, will be
recognized only over the period of time selected for amortization.

The assumption is made that another security will then be
selected and it, too, will contribute its so-called growth and
income yield to the composite group.
However, if the funds that
are generating the results of this investment yield, being
averaged over the selected period of time, are distorted by a
shift of the dollars into another category with an entirely
different kind of an investment philosophy, i.e., bonds or real
estate, etc., then the basic thesis must fall since we would be
amortizing a gain or loss over a period of time when the proceeds
from the security which gave rise to the piece of gain or loss
was not replaced, and the fund diminished by the shift to another
category of investment.
If unitary, rather than composite, accounting
were being followed, there would be no question about charging
off the unamortized balance at disposition; how would the composite
method encompass such a transfer?

ACCOUNTING CYCLES AND STATEMENT PRESENTATION
It has been stated authoritatively both in ARS No. 7, Inventory
of Generally Accepted Accounting Principles, and again in Statement
No. 4, recently issued, that the normal accounting cycle is one
year.
While it is true that the life insurance industry in
particular is one in which very long cycles are usually contemplated
in both the setting of premiums, the discounting of certain items
and in the investment yield of a portfolio, it is also true that
the company submits itself to the one year cycle for all other
items of income and expense, and, therefore, should not contend
that the measure for the investor should be different.

In any accounting cycle, particularly a calendar year, many
different indicators are recorded, such as Dow Jones Averages
and other significant reflectors of what took place in the market.
If a smoothing technique is employed for the spreading of investment
gains and losses, it would only be by coincidence that the performance
of an investment portfolio would exactly follow major market trends.
In any event, the measurement of the portfolio performance would
be seriously impaired on either the up or down side, since it might
very well appear that the company’s philosophy was going counter to
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the normal trends being experienced by other entities.
Therefore,
an accurate measure of the performance of either the portfolio
manager or the company as a whole would be completely lacking.

In the balance sheet, the use of an amortization technique
for spreading gains or losses from investments would leave a
deferred debit or credit to be reported and positioned.
The
three possibilities which emerge are:

1.

Deferred credit - Should this be a liability or a
surplus segregation?

2.

Deferred debit - Should this be charged off in
accordance with the principle of not deferring a
net loss?
If so, it will distort the orderly
emergence of the portfolio’s investment-yield
philosophy, since the long-range cycle could
presumably overcome this fluctuation.

3.

Valuation reserve -

a.

Should the debit balance be added to the
portfolio value, thereby increasing it beyond
even market value?

b.

Should the credit balance be shown as a deduction
from the asset, similar to an allowance for
doubtful accounts? Netting cannot be the answer
since that principle is abhorrent to accountants.

In the earnings statement, similar problems arise to be
solved:

1.

Each year is distorted by not recording the results of
that particular year, unless footnoted.

2.

Both good and bad years are masked.

3.

EPS may be an actual LPS, or vice versa.

4.

A complete loss of historical experience results
unless memo records are contemplated.

5.

APB Opinion 10 - Chapter 12 contains prohibitions
against installment sale reporting; an amortization
technique spreads such gains or losses to other periods.

ARGUMENTS USING ANALOGIES AND PRECEDENTS
It is contended that smoothing has gained some sort of quasi
endorsement in APB Opinion No. 8, Accounting for the Cost of Pension
Plans.
I believe such conclusion is distinguishable from the insurance
problem.
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In APB 8, it was the opinion of the Board that ’’....realized
investment gains and losses should be given effect in the provision
for pension cost in a consistent manner that reflects the long-range
nature of pension cost.
Accordintly.... actuarial gains and losses
should be spread over the current year and future years, or
recognized on the basis of an average....”
This is distinguishable
because the actuarial assumptions inherent in pension plans have
completely different goals from those which dictate the philosophy
of an insurance company portfolio.
Under the spreading method
recommended in APB No. 8, net gains or losses in pension plans
are applied to current and future cost, either through the normal
cost or through the past service cost.
If spread in an insurance
company, no such comparable suggestions have been made, such
as adjusting premium cost determinations or policy reserve concepts.
In addition, no contemplation of making pension funds a public
vehicle presently exists, where earnings per share might be
important.
PURPOSE AND NATURE OF STATEMENT CONCEPT

In Statement No. 4 of the Accounting Principles Board, certain
relevant points are made with regard to the basic concepts under
lying financial statements.
Most of these points support methods which would be contrary
to the averaging of realized and unrealized gains in financial
statements.
For example, in the Statement of Qualitative Objectives
the following major points were made:

1.

Relevance - Relevant financial accounting information
bears on the economic decisions for which it is used.

2.

Understandability - Understandable financial accounting
information presents data that can be understood by
users of the information, as expressed in a form and
with terminology adapted to the user’s range of
understanding.

3.

Verifiability - Verifiable financial accounting information
provides results that would be substantially duplicated
by independent measurers using the same measurement
method.

4.

Neutrality - Neutral financial accounting information
is directed toward the common needs for users and is
independent of presumptions about particular needs and
desires of specific users of the information.

5.

Timeliness - Timely financial accounting information is
communicated early enough to be used for the economic
decisions which it might influence and to avoid delays
in making those decisions.
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6.

Comparability - Comparable financial accounting
information presents similarities and differences
that arise from basic similarities and differences
in the enterprise, or enterprises, and their transactions
and not merely from differences in financial accounting
treatments.

7.

Completeness - Complete financial accounting information
includes all financial accounting data that reasonably
fulfill the requirements of the other qualitative
objectives.

I submit that all seven qualitative indicia would require
that in the accounting for marketable securities, gains, both
realized and unrealized, be reported when they take place and
in the income statement of the company, not through the surplus
statement.
To do otherwise would be to distort or subvert most
of the seven criteria noted above.

SUMMARY
The balance sheet and income statement are the only meaningful
communication between the business enterprise and its owners or
prospective owners or creditors.
Standing guard over the state of
the art in this communication is the CPA, who must not subscribe
to methods or techniques which tend in any way to obscure the
faithful reporting looked for by the readers of these statements.
To bemuse or emasculate the impact of business operations in favor
of some "rational” method which only serves to smooth actual
events and creates an artificial model which never existed, only
serves to derogate the role of the independent accountant.

Under an amortization method, no particular statement will
ever report what actually took place that year, and no accurate
measure of real performance of the enterprise will exist for
comparability.
All future periods will have segments of prior
periods coming on to the statements, while some pieces of the
current cycle will be deferred to the future.
The profession
should make every effort to move in the opposite direction from
any dilution of the facts as they exist, and not involve itself
in the creation of methods which might increase its exposure to
criticism, both legally and professionally.
In the final analysis, it may be expedient at this time for
the Accounting Principles Board to consider that the recommendations
contained herein and elsewhere should be applicable only to certain
specific industries, such as insurance companies, investment
companies, common trust funds, and the like.
For commercial or
industrial enterprises investing idle funds on a temporary or
semi-permanent basis, these changes in the general practice may
be said to be ideas whose time has not yet come.
Frank Greenberg
Member, Committee on Insurance
Accounting and Auditing
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BACKGROUND OF SELECTION

The Annuity Board of the Southern Baptist Convention is a church pension

board.

As such, our Board exists for the purpose of making available to

salaried or service workers of Southern Baptist Convention churches or

agencies relief, retirement, disability, health, life and other insurance
protection, as well as, other contract services.

Our Board was incorporated in Texas on July 31, 1918, as an association

without capital stock.

As a part of accomplishing the purpose, as set

out above, moneys received with which to provide such protection are in
vested in assets with the expectation of producing earnings which are

used to bear a part of the cost of such protection.

Total assets administered are in excess of $255,000,000.

The fund involved

exceeds $243,000,000, approximately 98% or $240,000,000 of which is invested
assets.

30.5% of the invested assets are made up of Equity Securities.

During recent years, a growing sense of awareness seemed to keep reminding

us that the accounting methods employed by our Board for financial statement
purposes were really inadequate to meet the trustee or administrator type

of relationship that exists with regard to those who make decisions for

the benefit of the members or participants for whom the Board was formed.
Sooner or later most every such determination will be reflected as a
recorded, distributed or reported financial transaction - directly or

indirectly.

Ours are no exception.

We found ourselves making decisions
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to sell, to not sell, to expense, to not expense, to distribute, to not

distribute, etc., based fundamentally on the limitations of the account
ing methods employed at the time, in many instances.

In particular,

realized gains would find a way of benefiting some people who had little
or no funds on deposit at the time the investment was made and some who

had their funds deposited at the time of the investment would not be given
any credit if they happened to retire or withdraw prior to the date of the

sale.

If a method of crediting earnings other than that based on the

same accounting methods employed in the financial statements were used,
then the financial statements could reflect a deficit in the "Contingency"

type reserves when, in actuality, the market value of Equity Securities was

far in excess of the book value.

This is the only "Retained Earnings",

"Surplus", or "Capital" type of account in our financial statements as

all funds are deposited to or for the credit of some individual or entity.

As a result of the dissatisfaction with the historical cost methods being
employed at the time, we undertook a study which revealed that no clearly
acceptable alternatives existed, i.e., Current Market Value.

The Board, consequently, decided to participate in a research study1 which
produced findings that proved to be highly influential in helping us reach

the decision to adopt the Five Year Moving Average method of valuing Equity
Securities in our financial statements.

1 William J. Morris, "Accounting for Common Stocks for Church Pension Funds—
An Empirical Evaluation" (unpublished doctoral dissertation, Michigan
State University, East Lansing, Michigan, 1971).
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Effective January 1, 1971, this method was officially adopted by our
Board and financial results for the first quarter of 1971 have been reported
accordingly.

Schedules reflecting pro-forma financial information and other data are
attached under the Exhibits Section of this paper.

Desirable Characteristics ;

Desirable characteristics of an accounting method for our pension fund

are:
1.

Closeness to market value.

2.

Stability of yield.

3.

Systematic allocation of appreciation (depreciation)
during the holding period of the asset.

4.

Objective method of valuation.

5.

Conceptual simplicity.

6.

Ease of implementation.

Results of the Research Study:
The major objective for accounting for assets is to provide an equitable

allocation of earnings to our participants.
upon this objective.

The research study was based

The results were given considerable weight in selection

of the Five Year Moving Average method.

One of the criteria specified in the research study as a desirable
characteristic for an accounting method was closeness to market value.

In
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order for any method to bear some systematic relationship to market value,

current market price must be included in the formula.

Any method that does

not include market value as specified above will be close to market value

only by chance. Changes in economic conditions of the market and/or
investment strategy could render such methods as inadequate, in terms of

the criteria established.

Therefore, an acceptable method gives consideration

to market value in the formula.

Stability of yield is another desirable characteristic.

One of the

objections often cited to the use of current market value as a method of

accounting is the wide fluctuation in yield that results from its use.
This objection was confirmed in the research study.

Any method that

averages market values or specifically considers stability of earnings in

the computation would tend to improve upon the current market value method
in terms of stability of yield.

Therefore, an acceptable method uses some

form of averaging of market values or specifically provides for stability
of yield.

Methods that defer recognition of gain or loss after date of sale of

investments or give recognition of gain or loss before acquisition of

the asset was rejected on the basis of not being equitable.

An

acceptable method must, therefore, accomplish a systematic allocation of
appreciation (depreciation) during the holding period of the asset.

Subjective methods were rejected.

A method that requires periodic

review and revision of parameters based upon judgment is considered
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subjective.

Methods that require projections of investment results to

select current parameters are also considered subjective since opinions
about future results are subjective.

Methods with these characteristics

are not objective methods.

The method of valuation should also be one that can be made understandable
to others besides financial experts.

This understanding is important in

order to maintain confidence in management by the participants.

Unintel

ligible methods could lead to the impression of manipulation by management.
Since understanding differs in all people, our management should have the

option of selecting, from among several acceptable alternative methods, the
method that its constituents can most easily understand.

Basis of Selection:
1.

Present use is a basis for selection.
methods cited in the CMB Study.1

2.

The method also meets all of the desirable characteristics.
It considers market value and smooths the adjustment to
market value by averaging values. The method is objective.
The formula with proper modification attempts to systematically
allocate appreciation and depreciation during the holding
period of the asset.

This is one of the

The method can be easily understood. The concept of a
moving average is not new to the trustees. The computations
to test an individual stock are relatively easy.

Theodore G. Kane, Survey on Pension Fund Financing (New York:
Chase Manhattan Bank, N. A., June 1969).

The
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3.

The method was highly recommended in the research study.

4.

Our constituency has the greatest likelihood of being treated
as fairly and equitably as possible.

5.

Trustee responsibility and performance is more clearly reflected.

6.

Investment decisions are less likely to be influenced by
accounting methods.

7.

Earnings crediting and financial statements will more closely
resemble what is happening, when it is happening, while at the
same time providing a flexible approach to both of these very
important areas of concern. More meaningful comparisons will
result.
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DESCRIPTION OF METHOD

Basic Accounting:
1.

The method is applied to each individual stock.

2.

It is an asset valuation method. Each stock is carried at
the average market value computed over five years.

3.

Earnings are the sum of the dividends received plus the
gains recorded for the individual stocks.

4.

Gains recorded are (a) the changes in carrying values
during the accounting period, as computed above, for stocks
held at the end of each accounting period (b) the difference
between the sales price and the carrying value at the begin
ning of the accounting period for stocks sold during the
accounting period.

5.

The authoritative source of market quotations is the Wall Street
Journal as of the last trading day of each accounting period.

Constraints:

A strict application of the Five Year Moving Average market value would

imply valuing purchases at an amount other than the price paid on the date

of purchase.

In order to systematically allocate appreciation and deprecia

tion during the holding period, only market values on and subsequent to

the date of purchase are considered in computing the average market value.

Modification Procedures:
There are several possible methods to modify the basic Five Year Moving

Average method to consider only values subsequent to the date of purchase.
The following modifications are being used:
1.

Purchase price at date of purchase will be considered the
initial market value.
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2.

If the number of time periods subsequent to the date of
purchase is less than five, purchase price will be weighted
sufficiently to bring the total number of time periods to
five.

3.

If the number of time periods is greater than or equal to
five, purchase price will be disregarded in computing the
moving average.

4.

The cost and book value of shares sold are determined on an
annual unit FIFO basis. The shares sold are considered to
have come from the earliest unit, to the extent shares remain
in that unit, and then from the next earliest unit, and so on
until the total number of shares sold has been satisfied. The
shares taken from each unit are costed and valued on the basis
of the average cost and average book value for that unit. We
consider cost values to be an essential part of constructing,
maintaining and reporting the Five Year Moving Average method.
Our system of accounts is set up accordingly.

Quarterly Reporting:
In addition to the annual revaluations, interim quarterly revaluations

are also made.

The market value as of the interim quarter-end carries

a weight of one in the five-year-average computations, the same as a
year-end value.

On the other hand, an interim market value remains in

the set of five values only until it is replaced by the subsequent quarter
end value.

The December 31 value is replaced by the March 31 value; the

March 31 by the June 30; and the June 30 by the September 30.

The increase

or decrease in the values of common stocks and related securities resulting

from quarterly revaluation is taken into income in the current period.

Other Assets:
Convertible preferred stocks and convertible bonds which are held primarily

for their convertibility into common stock are accounted for in the same
manner as common stock.
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SUMMARY STATEMENTS CONCERNING GENERALLY
ACCEPTED ACCOUNTING PRINCIPLES FOR THE
ANNUITY BOARD FUNDS

We propose generally accepted accounting methods for pension funds that

determine income by equitable methods.

These methods are different than

the alternatives presently under APB consideration.

The Five Year Moving

Average method is an equitable method and we recommend its acceptance.

The balance sheet valuation constitutes a computed balance that is

neither the current market value nor the historical cost value which were
the suggested alternatives considered by the APB.

Accounting principles should be sufficiently flexible to permit our Board

to change accounting methods when new methods are determined to more
appropriately meet our objectives.

The characteristics cited earlier

would be used to determine more appropriate methods.

We feel that market or fair value basis of accounting for equity investments
is desirable and feasible so long as appropriate constraints and modifications

are used to temper the inherent characteristics of this basis of accounting.
The Five Year Moving Average method seems to accomplish this.

We feel that determination of income should be coordinated with asset

valuation.

Income should reflect, currently, the results of changes in the

modified market value during the accounting period, in which they occur.

the case of our Board, we have styled this as "Market Value Variation"

In
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under Investment Income.

Of course, any cumulative adjustments resulting

from prior accounting periods should be carried directly to the "equity"

type accounts of the particular entity involved.

In the case of our Board,

this is the Contingency Reserve.

We feel that all entities should be guided by (and not restricted to) a

single principle of practice that would allow sufficient flexibility to

permit modification or changing of carrying values, when appropriate, to
meet differences in circumstances which are material and significant

enough to justify such special modifications or changes as are necessary
to meet the needs of the entity involved.
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EXHIBIT A
ANNUITY BOARD OF THE SOUTHERN BAPTIST CONVENTION
PRO-FORMA FINANCIAL INFORMATION
EQUITY SECURITIES

ASSET VALUATION(1)
Historical Moving
Average
Cost
Method
Method

YEAR ENDING 12-31

INCOME(LOSS)( 1)
Historical Moving
Average
Cost
Method
Method

RETURN ON
AVERAGE BOOK VALUE
Historical Moving
Cost
Average
Method
Method

1,543

10.97%

526

1,570

6.12

11.04

19,551

801

1,604

7.48

9.25

12,716

19,096

3,283

2,177

29.48

12.90

. . .

15,513

22,840

778

1,726

5.65

8.61

.

16,778

23,474

966

334

5.99

1.43

.

. .

28,182

34,101

1,747

970

8.38

3.56

.

.

.

41,970

47,750

2,021

1,883

6.06

4.85

1969. . . .

58,285

63,203

2,718

1,855

5.49

3.38

(2)

74,825

77,278

1,500

48

2.25

(3)

Three Months Ending
March 31, 1971(2)

73,392

77,979

(1,261)

873

(6.80)

7,108

$ 12,745

.

10,059

16,741

•

•

12,066

.

.

1965.
1966.

.

.

1967.

1968.

1961.

.

.

.

1962.

.

.

1963. •

1964.

.

1970.

.

.

.

$

• •

$

725

$

13.62%

4.71

(1)

Thousands.

(2)

Includes convertible preferred stocks and convertible bonds the amount of
which does not materially effect results.

(3)

Considered to be break even.
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EXHIBIT B
ANNUITY BOARD OF THE SOUTHERN BAPTIST CONVENTION

EFFECT ON ASSET CARRYING VALUES AND INVESTMENT
INCOME FROM VALUATION UNDER THE FIVE YEAR
MOVING AVERAGE METHOD

SUMMARY OF CURRENT STATUS

Annuity Fund-Equity Investments (1)
Cost

December 31, 1970 .
Jan - Mar Sales.

.
.

.
.

Jan - Mar Purchases.

. $74,824,522
•
(7,348,4o6)
$67,476,116
.
9,919,902
$73,391,618

Increase - Jan - Mar •

March 31, 1971........

Excess Over Cost.

...

Excess Over Adjusted
Book Value.......

•

Adjusted
Book Value
$77,277,819
(6,320,186)
$70,957,633
5,919,902

Market
Value
$78,561,434
(5,216,425)
$73,345,009
9,919,902

$76,873,135
$79,260,511
1,106,086(2)
5,530,479(3)

$77,979,221

$84,790,990

$ 4, 587,603

$11,399,372

$ 6,811,769

(1)

Includes convertible preferred stocks and convertible bonds the
amount of which does not materially effect results.

(2)

Market value variation recorded as income during first quarter of
1971.

(3)

Total actual market value variation experienced during first quarter
of 1971.
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EXHIBIT C
ANNUITY BOARD OF THE SOUTHERN BAPTIST CONVENTION
EFFECT ON GAINS AND LOSSES ON SALES

A comparison of the effect of the method on gains and losses on

sale of Equity Securities is shown below.

These are the actual

results of sales during the first quarter of 1971.

Gain or (Loss)
Cost

No.
Shares

10,700

American Airlines

30,000

Associated Dry Goods

4,700

Celanese

$

737.36

Gain or (Loss)
*
Adj. Book Value

$

24,016.48

(43,867.32)

13,413.50

37,070.69

31,539.68

20,000

Chrysler Corporation

(758,313.05)

(348,467.76)

40,000

Cluett Peabody

(306,206.65)

(191,895.82)

12,000

General Electric

197,956.18

89,856.10

25,000

Interstate Stores

(631,929.89)

(288,655.65)

11,000

Skelly Oil

(281,343.83)

(87,483.34)

$(1,785,896.51 )

$(757,676.81)

*This value is based on the Five Year Moving Average method.
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APPENDIX.
INDEX OF SYMBOLS FOR FORMULA

Subscripts

j
t
m

=
=
=

(.sh)
(.ps)

=
=

common stock of company i
accounting method j
time t, year, or year end
month m, date of transaction during
the period
number of shares for transaction (.)
amount per share for transaction (.)

Standard Symbols

(Bsh)t,(Bps)t ,Bt =

D

Dividends during time t

t

Gain on sale or increment in value
of stock during time t

t

I
M

t

Book value per share, total, at
time t

=

Number of common stocks i

=

Market value at time t

(Psh)t,(Pps)t,Pt =

Purchases at cost, per share,
total during time t

(Ssh) t, (Sps)t ,St =

Sales at sales price, per share,
total during time

t
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MOVING AVERAGE METHOD FORMULA

Computation of Book Value
Portfolio book value at time t
equals the sum of the book values
of the individual common stocks

Book value for common stock i at
time t equals the average value
per share multiplied by the
number of shares owned at time t

Average value per share for common
stock i equals the sum of the
market value per share for 5
years divided by 5; however,
if stock i was purchased within
the five year period ending at
time T, average value per share
is weighted by the purchase price
to sufficiently
bring the
total periods summed to 5.
Otherwise
Year of purchase
Weighting factor, where T is the
current date of valuation and
m the year of purchase.

Computation of Earnings

Portfolio earnings at time t equals
the sum of the earnings of the
individual common stocks
Earnings for common stock i during
time t equals dividends plus
gain recorded
Gain equals the change in book
value plus the excess of the
proceeds from sales over the
purchases during time t
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ACCOUNTING FOR INVESTMENTS IN EQUITY SECURITIES
OTHER THAN BY THE EQUITY METHOD

by

William J. Morris, Jr.
Associate Professor of Accounting
North Texas State University

A STATEMENT OF VIEWS

Submitted to
Committee on Accounting for Marketable Securities
of the
Accounting Principles Board

May, 1971
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RECOMMENDED ACCOUNTING METHODS

I.

Recommendations for valuation of investments in equity securities

are summarized as follows:
1.

Income is determined by an accounting method that gives the

two factors; (1) stability of yield, and (2) closeness to market value,
adequate consideration.

The significance and support for these factors are

discussed further in this statement.
2.

No single accounting method is required.

should meet the established criteria.
may be acceptable.

An acceptable method

Therefore, any one of several methods

The Moving Average Market Value Method, based upon an

average of five years, is one of several acceptable methods.
3.

Since determination of income is the primary objective, the balance

sheet valuation is the residual balance resulting from the income determination
method.

Using the Moving Average Market Value Method, the value would be

the average of the quoted market value at the end of the five most recent years.

II. BASIS FOR RECOMMENDATIONS

The recommendations are based upon a research study completed in

February, 1971.1

The research study was a systematic appraisal of the problem

of valuation of investments equity securities by private non-insured pension

funds for churches and other non profit organizations.
1William J, Morris, "Accounting for Common Stocks for Church Pension
Funds--An Empirical Evaluation" (unpublished doctoral dissertation, Michigan
State University, East Lansing, Michigan, 1971).
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III.

RESEARCH METHODOLOGY

The research methodology employed is a practical research method to
facilitate the choice of accounting for long-term investments and related

accounting problems.

The steps in this research method are:

1.

Development of the accounting objectives based upon usefulness.

2.

Development of specific criteria an accounting method should

possess; the specific criteria being based upon the accounting objectives.
3.

Development of a mathematical model to measure the effectiveness

of accounting methods in meeting the criteria.
4.

Testing of alternative accounting methods by use of actual data

and by simulation.

5.

Use of the model to rate the accounting methods and selection

based upon this rating.

SUPPORT FOR RECOMMENDATIONS

IV.

A research project utilizing the stated methodology is summarized.
The question answered by the research topic was:

"At what amount should the

investment in equity securities be carried on the balance sheet in published

financial statements?"

This was restricted to provide a useful answer to the

question posed above for a specific situation, a non-insured pension fund for

non profit organizations.

Non-insured pension funds of non profit organizations are generally
free from the effects of Federal income tax laws and institutional regulations

prescribed by the various governmental agencies.

Therefore, the research did

not consider these environmental constraints and the effect such constraints
would have upon the selection of an accounting method.
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A.

1.

ACCOUNTING OBJECTIVES

USEFULNESS OF THE INFORMATION

Usefulness will be adopted in this research effort as the basis of

the search for a method of valuation of equity securities."In establishing

. . . standards, the all-inclusive criterion is the usefulness of the infor-

mation."

2
What is meant by usefulness.

The motion of usefulness implies that

some person (or group) is thereby Informed for some purpose.

That method of

accounting for common stock investments for pension funds of non profit
organizations that meets the needs of users of the financial statements in

a most efficient manner will be judged the better method.

2.

USERS

The principal users of financial data for pension funds of non profit

organizations are the employers, the employees and the managers of the fund.
There may be other indirect users such as other pension funds or society in

general, but these users are remote and were not given consideration in this
study.

The term "participants" will be used to identify the employee-employer
group.

"Elden S. Hendricksen, Accounting Theory (Homewood, Illinois:
1
Richard D. Irwin, 1965), p. 98; Cramer, Private Pension Trust, p. 59.

2

American Accounting Association, A Statement of Basic Accounting
Theory (Chicago, Illinois: American Accounting Association, 1966), p. 3.
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3.

USES

The uses are:
1.

Allocation of earnings to participants.

2.

Stewardship

3.

Other uses
a.

Evaluation of management

b.

Computation of actuarial liability

c.

Amending pension plan benefits.

Allocation ofEarnings to Participants

Hany pension funds offer participatory plans whose benefits are
based upon the amount in the employee’s account upon retirement.

For this

type of pension plan, earnings credited to the employee's account on an

annual basic directly affect the benefits received.

The most important use

of accounting information for external uses is to provide a basis for

allocation of amounts to the employees.
The earnings from investments in common stocks are the algebraic sum

of the cash flows,

Proper allocation of these flows to each time period is

necessary in order to give each employee an equitable share of the earnings.
The allocation method can

determined by an agreement between the

participants and the managers of the fund.

This method can be made explicitly

in a written agreement or can bo from a general understanding.

Ore type of

plan, frequently referred to as a variable annuity, specifically requires
that earnings be allocated to the participants on the basis of cash receipts
from dividends plus changes in market value of the investments for each time
period.

Contributions by participants for this type of plan are generally
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segregated into a separate fund.

This statement is not concerned with pension

funds in which earnings methods are specified in the pension plan.

Other participatory plans usually provide that current earnings
(however determined) be allocated on the basis of the participants invest
ment in the fund.

A rate of return is usually specified.

These plans do

not specify how earnings are to be determined.
If earnings are understated, benefits are transferred from present

participants to future participants.

If earnings are overstated, excess

benefits are given to present employees at the expense of future employees.

If earnings credits fluctuate significantly, participants will be less able
to project their individual benefits, an undesirable result from the viewpoint
of both the employee and the employer.
If the contract between the pension fund and the participant is not

explicit

in defining the method of determining periodic earnings, then a

rate of return that is equitable to all participants is needed.
In summary, the information needed to equitably allocate earnings

among time periods to the participants are current earnings; (1) determined
in accordance with provisions of the plan or (2) determined in a manner to

provide an equitable rate of return.

Stewardship
A report by a fund’s managers to the participants on its stewardship

for the assets entrusted to the pension fund and on the ways in which the assets
have been utilized is an important consideration.

The outside auditor's

opinion covering the financial reports of the pension fund is an important

aspect in discharging this stewardship function in reporting.

Consequently,

published financial reports must meet standards acceptable to the independent CPA.
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Other Uses
It can be demonstrated that the method of valuation of common stocks
that provides an equitable allocation also meets the other specified uses.

Determination of earnings to provide an equitable distribution to partici

pants would in general take precedence over other uses.

Therefore discussion

of other uses will be omitted,

B.

1.

SPECIFIC CRITERIA

ALTERNATIVE METHODS OF ALLOCATION OF TOTAL INCOME

Earnings from investments in common stocks are the algebraic sum

of the cash flows.

The uses stated in the previous section require account

ability by periods, and therefore, a major objective in accounting for
common stocks is to allocate earnings to specific time periods.
In this paper, a distinction is drawn between theoretical allocation

methods and accounting methods.

An explanation of this distinction is essential

for achieving clarity in the remainder of this discussion.

1.

Accounting methods are methods capable of implementation

in the real world where the future is unknown and unknowable.
2.

Theoretical allocation methods are methods of allocation

assuming a knowledge of future transactions, eventual sales
price and date of sale for a given security at date of purchase.

This section deals with theoretical allocation methods only.

It is assumed

that total earnings are known and only methods of allocation to time periods

are in question.
sales price.

The next section deals with the case of an uncertain future
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Assume that a fund buys a stock on December 31, 1965 for $100, no
dividends will be received and the stock will be sold for $146 on December 31,
1969.

How should the $46 of earnings be allocated to calendar years?

The

facts that must be considered are shown in Table 1.

TABLE 1

COMMON STOCK DATA
FACTS ASSUMED

12/31/65

Cost..............

12/31/66

12/31/67

12/31/63

$100.00

$146.00

Sales price ....
Market value. .

. .

12/31/69

100.00

$95.00

$120.00

Dividends ........

• •

• •

Earnings per share.

6.00

7.00

$150.00

146.00

• •

• •

10.00

10.00

Given the data assumed, the problem is to select the theoretical

method that best satisfies the informational needs of participants identified

above.
Alternative methods of allocation are:

I.

Allocate the entire amount ($46 in the example) in the period

of sale (Historical Cost Method).

II.

Allocate equal amounts ($11.50 per year in the example)(Equal
Amounts Method).
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III. Allocate based upon the reported earnings of the company in

which the investment has been made (Earnings Method) or on the
basis of some other indicator of economic progress of the company.

IV. Allocate based upon the quoted market price changes in each of
the respective time periods (Current Market Value Method).
V.

Allocate amounts based upon a rate of return compounded annually
(10% per year in the example) that when applied to the purchase
price of the investment, will generate an amount that will equal

the sales price when the investment is sold (Constant Rate of
Return Method).
The reader should note that this is a discussion of theoretical allocation

methods and not specific accounting applications.

Figure 1 shows the book

value of the common stocks at date of purchase and at the end of each suc

ceeding year that would result from the use of each income allocation method.
Similarly, Figure 2 shows the annual rate of return on book value of the shares

under each of the income allocation methods.

Equitable Allocation of Earnings to Participants
The primary use for valuation of common stocks is the allocation of

earnings to time periods by a method that is equitable among the participants.
If the method of determining annual earnings of the pension fund are not
specified, the allocation method chosen must be inherently equitable.

An

application of logical reasoning suggests relative equity of the five methods.

Method I.

Historical Cost.--A definite purpose of investing in equity

securities is to achieve an increment in value as a result of the performance

of the company in which the investment is made.

Increments in value must be

book value
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FIGURE 1

rate of return

BOOK VALUE OF COMMON STOCK
RECORDED BY VARIOUS ALLOCATION METHODS

I.
II.

= cost

••••

III. *

IV.
V.

= equal amount
= earnings

=

market
= rate of return
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allocated to participants during the period an investment is held, if parti
cipants are to share in the benefits from the performance of a firm whose

equity securities are held by the fund.

Method I, Historical Cost, allocates

the income in the period of the sale of the asset.

Use of the method implies

that the entire increment in value occurs at date of sale.

Clearly the method

is less equitable than methods that apportion the increment in value during

the holding period for the common stock.

Method II.

Equal Amount.--Allocation of an equal dollar amount each

year results in a declining annual rate of return.

This is the result of an

increasing investment base applied to a constant amount of earnings.

Figure 2 for an illustration of this declining rate.
of equal amounts favors early participants.

See

To allocate on the basis

All amounts of investment should

be treated equally in the absence of some specific reason for not so doing.
Therefore, to allocate equal dollar amounts each year would be clearly in
ferior to Method V., allocation on the basis of a Constant Rate of Return,

which treats each dollar of investment equally.

Method III.

Earnings.--Economic factors such as earnings of the

company in which the investment 'S made, might be considered as the basis

for an equitable method of allocation of income from the security.

However,

the change in the value or the common stock from the date of purchase to the
date of sale is the result of many factors of which "interim",

(i.e., annual)

earnings are only one factor.

The market value at the date of sale (sales price) is the result of
the market's appraisal of the future earnings of the company.

Past levels,

stability and direction of earnings are important factors that are used in
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judging future earnings.

However, it is the future earnings that are valued

at that point in time, not past or current earnings.

The market price, although

subject to emotional factors, is the result of a consensus evaluation of all

economic factors (including earnings) affecting the company.

Thus, it would

appear that the use of the underlying current earnings of the company or some
other single economic factor would be inferior to changes in market price
as a method of allocating income to periods.

Methods IV and V.

Current Market Value and Constant Rate of Return.--

At this point Method IV, allocation on the basis of market changes, and
Method V, allocation on the basis of a constant rate of return have been

judged superior to other methods of allocation as being equitable.
The purpose and intention of management and the participants are
important factors in determining an equitable method of allocation of income.

As previously stated, if earnings are understated, benefits are transferred

from present to future participants and if earnings are overstated, excess
benefits are given to present participants at the expense of future employees.
The purpose of investing in a pension plan is to provide for retirement 20 to
40 years after the initial investment.

Speculation in the short term fluctu

ations of the stock market is not compatible with the general objectives of
investing for a pension fund.

To record the loss and gain for those funds

holding stocks during the recent stock market

ecline and rise would not be
d

equitable for the participants.
Bonds represent an investment in which sales price and date of sale

have a higher degree of certainty than equity securities because of a stated

maturity date and amount.

To advocate a level amortization rather than current

market price as a method of accounting for bonds is to recognize the inherent
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equity of a method such as the Constant Rate of Return Method under condi

tions of certainty.

Therefore, considering that total earnings are known and

only assignment to time periods is in question, treatment of each dollar of

investment equally over time is the most defensible position for selection of
an equitable method of allocation of earnings from equity securities.

Method V, the Constant Rate of Return Method, which treats each dollar

of investment equally, meets the requirement of equitable allocation of earn
ings for pension plans where a method is not specified in the pension plan

agreement.

Allocation by Methods Acceptable to the Accounting Profession
The method must meet standards of the accounting profession.

The

Accounting Principles Board in APB 8 gives indirect attention to the problem

under discussion.

It recognized the inappropriateness of recognizing short

term fluctuations for certain purposes while recommending that appreciation

should be recognized in discussing the determination of the provision for
pension cost for corporate entities with pension plans.

The Board believes unrealized appreciation and depreciation
should be recognized in the determination of the provision
for pension cost on a rational and systematic basis that
avoids giving undue weight to short-term market fluctuations.
The general criteria for an accounting method to be acceptable to
the accounting profession applies to valuation of common stocks would include:

1.

Measurement by an objective method.

2.

A value that is reasonable in the judgment of the auditor.

1Accounting Principles Board, APB Opinion No. 8:

Accounting for the

Cost of Pension Plans (New York: American Institute of Certified Public
Accountants, November, 1966), p. 80. See also discussion on pages 78-80.
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Method V, the Constant Rate of Return Method, appears to provide a basis for

accounting methods that are objective and reasonable.

Method V recognizes

unrealized appreciation and depreciation on a rational and systematic basis
that avoids giving undue weight to short-term market fluctuations.

It is concluded that Method V, the Constant Rate of Return Method,

is the best theoretical method of allocation of income for investments in
equity securities by pension funds of non profit organizations.

2.

ESTIMATION

Selection of Method V, Constant Rate of Return, as the most useful
method to allocate income to accounting periods was made on the assumption

that the total income from an investment in common stock is known ($46 in

the example displayed in Table 1).

However, total income, including appre

ciation, is not known until after the investment has been sold.

Estimation

of time of sale and amount of sale price prior to sale is the difficult pro

blem facing the accountant.
Two important characteristics of the Constant Rate of Return Method
that can be observed from the preceeding discussion of theoretical methods
are:

1.

The earnings rate is stable.

That is, the earnings rate does

not fluctuate from period to period,

2.

The sales price equals the computed value at the time of
sale with no adjustment required.

That is, equality of market

price and book value at a specified time in the future for a
specific equity security owned is a characteristic of the

Constant Rate of Return Method.
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When the specific time of sale is not known, closeness to market value at
all times would provide closeness to market value at the time of sale.
Thus, two desirable characteristics of a method of estimation to
approximate the Constant Rate of Return Method of allocation of income would

be stability of yield and closeness to market value.

Projecting a specific future expected rate of return for each parti
cular stock would involve subjective estimates of such return.

The success

of such a method would depend upon the ability of the estimator.

This ability

is an unknown factor and would not provide a useful guide for accounting for
common stocks.

In addition, any subjective method of estimation is not

readily capable of audit verification and would not likely meet criteria of

objectivity required by generally accepted accounting principles.
A more useful approach would be to select an objective method (formula)

that has performed as the most efficient method in the past.

For accounting

purposes, most acceptable methods of estimation are selected on the basis of
past performance (bad debt expense computations, rules for obsolescence,

etc.).

Therefore, a specific computational method that has exhibited the

characteristics of the Constant Rate of Return Method most efficiently over

the past would be a logical method to select as a method for estimation for
the future.

Accounting methods will be judged on the basis of their past perfor
mance over a long period of time.

The criteria for judging will be closeness

to market value and stability of yield.
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C.

MATHEMATICAL MODEL

A mathematical model will be developed incorporating the criteria

specified.

Formulation of the Model

The criteria for judging accounting methods has been determined to

be, (a) closeness to market value, and (b) stability of yield.
the characteristics to be measured by the model.

These are

The accounting method with

the smallest aggregate deviation from a measure of these characteristics is

the optimal method.
Let Cv = a measure of closeness to market value; coefficient of variation
between book value (as determined by the specific accounting method)

and current market value.
Let Cy = a measure of stability of yield; coefficient of variation between
yield (as determined by the specific accounting method) for time

(t) and time (t-1).

Let C

2

= C

2
2
+ C
v
y

This is the basic model.
determined.

The C, Cv and cy values are the amounts to be

Evaluation of results will be based upon resultant values of

these variables.

The accounting method with the smallest C or C

the optimal method.

value is

See the Appendix for a description of the formulas in

the model.

2
2
Weighting.--The relative weighting assigned to the Cv or Cy factor
depends upon the relative importance of each factor to each pension fund.

This is a matter of individual choice.

There does not appear to be any
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theoretical grounds for assigning a particular set of weights as being the

universal set of correct weights.

For purposes of this study, equal weights

were assigned the factors for the initial evaluation of accounting methods.

A sensitivity analysis was performed to deal with the problem of weighting.

Characteristics of the Model

Example.--Table 2 illustrates how the model ranks the theoretical
allocation methods discussed previously, assuming the facts given in Table 1.

The data are hypothetical and do not necessarily represent results that would
be obtained from the study.

The yields and book values are graphed in

Figures 1 and 2.

Ranking.--The use of the model provides a means for assigning an

ordinal ranking to the accounting methods.

verse order by C

2

value.

accounting methods.

This ranking provides the initial judgment about

In this illustration the Constant Rate of Return theore-

tical allocation method has the lowest C

be ranked number one.

The rankings are assigned in in-

2

value, 0.95, and therefore would

The Historical Cost Method has the highest C

2

value,

10.59, and would be ranked as the poorest method.

A review of the C

2

values reveals that the value for the Equal

Allocation Method is very close to the value for the Constant Rate of Return

Method, 1.06 to 0.95.

Based upon the closeness of these numbers, it would

be difficult to support a recommendation of the superiority of the Constant

Rate of Return Method without additional evidence.

From a review of the

numbers it can be judged that both methods are superior to the Historical
Cost and Current Market Value Methods.

It becomes clear that an ordinal

ranking from this single test does not give sufficient evidence for final
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recommendations.

Additional judgments, including consideration of the cardinal

values of the numbers, were required in order to draw conclusions from the use

of the model.

TABLE 2
RANK OF ALLOCATION METHODS

Method

I.
II.
III.

Rank

Historical cost..........

c2

+

C2
Cy

.

5

10.59

3.54

7.05

Equal allocation. ......

2

1.06

1.05

.01

Earnings. ................

3

1.51

1.17

.34

-

.

IV.

Current market value........

4

7.12

V.

Constant rate of return ...

1

0.95

Note:

7.12

0.95

-

The ranking is based upon information assumed in Table 1.

D.

ALTERNATIVE ACCOUNTING METHODS

Twelve accounting methods were selected for study.

With the various

alternative parameters, constraints and procedures the total methods were

expanded to twenty one.

Nine of the twelve methods are presently in use.1

The accounting methods selected for evaluation were tested with a
sample of two funds over a specific time period.

These sample funds were an

actual pension fund and a theoretical pension fund.
1Morris, pp. 26-59, 178-196.

Detailed descriptions and formulas

for each accounting method are presented.

316

The Actual Pension Fund
The pension fund selected for testing will be referred to as the
The AB Fund is a member of the Church Pensions Conference.1
It

AB Fund.

is one of the largest pension funds submitting information to this Conference

with total assets in excess of $200,000,000.

The AB Fund provides retirement

benefits on a voluntary basis for all personnel working for a church or
agency affiliated with the church group represented by this fund.

been in existence since 1918.

It has

The investments in common stocks have ranged

from 15% to 25% of the total assets of the fund.

currently invested in common stocks.

Over $50,000,000 are

2

The Theoretical Pension Fund

A theoretical fund has been simulated.

The Dow Jones Industrial

Index, The Index, has been used to provide the basic information.

theoretical fund will be referred to as the Dow Fund.

The

Quarterly earnings,

dividends and quoted prices have been obtained from The Dow Jones Investor’s
Handbook.

3

Shares of The Index have been purchased and sold at the price

1The Church Pensions Conference represents a group of 29 church

and other non profit pension boards that meet annually to exchange informa
tion and attend seminars on current developments in the pension field.
Included as a presentation of the Fifty-Fifth Annual Meeting in 1969 was
the report by Kenneth H. Ross, "Notes on Annual Statistical Reports of
Participating Pension Funds”, p. 5, which indicated total assets for this
group of $1,992 million.
2

Information on the AB Fund has been obtained from published annual
reports and internal information furnished by management of the fund.
Maurice L. Farrell, ed., The Dow Jones Industrial Handbook, 1970
3
(Princeton, New Jersey: Dow Jones Books, 1970), 24-26.
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currently quoted in The Index.

All transactions take place at the end of

The simulated activity for the Dow Fund takes place

a calendar quarter.

concurrently with the time period selected for study for the AB Fund.

The Time Period
Annual yields and book values were computed by each accounting method

for each of the two funds over the 24 year time period, 1946-1969 inclusive.

E.

ACCEPTABLE ACCOUNTING METHODS

2
2
2
The Cv, Cy and C values indicated in the mathematical model were

computed for each accounting method for each fund.

Table 3 presents the

”C” values and ordinal rankings.

1.

INITIAL EVALUATION

Fourteen of the twenty accounting methods were screened out as clearly
inferior methods.1
The principal factors were the ”C” values and ordinal
rankings indicated in Table 3.

The remaining seven methods, the Historical

Cost Method and the Current Market Value Method were subjected to additional

scrutiny including a sensitivity analysis.

2.

COMPARISON OF THE BASIS OF A SENSITIVITY ANALYSIS

The model developed to rank various accounting methods was formulated
on a theoretical basis giving effect to the two factors, closeness to market
value and stability of yield.

Morris, pp. 92-140.
1

As discussed previously, the relative weight

10%
20%
50%

6%

3%

6%

3%

9%

7%

5yr

5yr

Vb Moving average

Vc Trend line

9

8
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1
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6

7

3
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0.0532

0.5784

0.4126

0.2590
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0.8013
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0.0000
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1.1830
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0.2022

1.1179
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2.7647

2.3860
1.5640
2.4277

2.7064
2.3378
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2.0907

2.7734

0.2659

0.2058

0.0388

10
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0.9638
0.9461
0.4428
0.4384

7

3

5

8

9

2

1

6
4

12

15

20

1.0121

0.0904
0.0995

0.1013
0.1026
0.2220
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16
11
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0.0417
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14

18
13
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1.0490

.3589

.5210

1.4550
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3.3686
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.3275
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1.5578
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5.2178
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.6696

.0918

.4746

.3794

.2671

.0464
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1.1977
1.1450
.3592
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—
.2300
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2.2236
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.1473
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.0568
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.0257
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.1561
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1.9141
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5.5901

C2
C2
C2
Rank
C2
C2
C2
___________ y________ y _____ __________________ v________ y

A B FUND

NOTE: The rank is assigned in inverse order by "c2" value.

Vd Market value with var adjustment

10%
20%
33%
20%

Va Market value, less a reserve
Market value, less a reserve
Market value, less a reserve
Mkt value, less a res, mod

IVa Current market value

IIIb Minimization formula,
Minimization formula,

IIIa Percent write-up
Percent write-up
Percent write-up

IId Earnings

Minimum yield

aggregate
individual

range appreciation
range appreciation
range app, modified

Long
Long

IIb Long

at cost
at market

range yield
range yield
initialized
initialized

IIa Long
Long
I R R,
I R R,

Ia Historical cost

Accounting Method

IIc

3

VALUES RESULTING FROM APPLICATION OF MATHEMATICAL MODEL TO SAMPLE FUND ACCOUNTING RESULTS

TABLE
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assigned to the Cv or Cy factor depends upon the relative importance of each
factor to each pension fund.

This is a matter of individual choice.

There

are no theoretical grounds for assigning a particular set of weights as being

the universal set of correct weights.
the factors.

In Table 3 equal weights were assigned

The effects of varying the weights assigned the factors on the

evaluation of the accounting methods were also studied.

Explanation of the Method

An analysis of the sensitifity of the ranking of the accounting
methods to the change in weights was performed in the following manner.

2
The Cv factor, measurement of closeness to market value, has been weighted
over the range from 0.01 to 20.0.

The evaluation model has been modified

and is as follows:
C29

=

( weight )

2
Cv

+

2
Cy

All accounting methods have been ranked in order by the resulting C

for each weight assigned.

2

value

For the AB Fund the resulting rankings for the

accounting methods analyzed are displayed in Table 4.

Table 4 lists each

accounting method not previously determined to be inferior as a line item

with the respective ranks at each weight listed across the table.

The rankings

2
2
of the accounting methods based upon the individual Cv and Cy have been in-

eluded in the tables for comparative purposes.

2
Cv is equivalent to a weighting

2
of infinity and Cy is equivalent to a weighting of zero.

Relevant range.--As noted in Table 4, there is very little change
in the ranking of the accounting methods at the 0.02 weighting and the ranking

2
of the Cy values alone.

There is also very little change in ranking at the

2
10,0 weighting and the ranking of the Cv values alone.

Therefore, weightings

Historical cost

Current market value

Vc

*

C

2

=

Trend line

(Weight) C

Vb Moving average

IV

v

2

+

IIIb Minimization, aggregate (1)
Minimization, individual (2)

IIIa 20% write-up (2)
50% write-up (5)

IIa I R R, initialized at mkt
IIb 6% long range appreciation

I

Method

2

C
y

0.01

0.02

______________ Weight*__
0.05 0.1 0.2 0.5 1.0
2.0

5.0

10.0

20.0

C2
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7
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5

3

6

4
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8
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6

1

5

4
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1

7

2

5

4

3

8

15
13
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2

77

1

4

3

8
5
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2

1

5

4

3

8
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A B FUND
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RANKING OF SELECTED ACCOUNTING METHODS FOR WEIGHTS INDICATED

TABLE 4
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outside the weights mentioned above are equivalent to consideration of only

one factor.

The theory developed previously supports the notion that both

factors, closeness to market value and stability of yield, are significant
Therefore, the relevant range of weighting for the AB Fund in

factors.

which there is a significant interaction between the two factors would be

from 0.05 to 5.0.

Method of Evaluation

A consistently high ranking over the entire relevant range of weighting
was considered the most important single characteristic of an acceptable

1
accounting method.

For example, the Minimization Formula Method ranked first

over most of the relevant range and no lower than third.

This method was

judged the best accounting method for pension funds of non profit organiza
tions.

3.

FINAL EVALUATION

Twenty-one accounting methods were selected for testing.
of the original twenty-one were screened out as inferior methods.

Fourteen

The re

maining seven were evaluated, based upon the criteria established early in
this study, and the results of the tests performed to measure the accounting

methods against the criteria.

1

Morris, pp. 141-167.

A summary of the recommendation- follows.
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The following methods are highly recommended and rated in the order listed:
1 and 2.
3.

Two Minimization Formula Methods, equally rated.

Moving Average Market Value Method, based upon an average
of 5 years.

The following method is considered acceptable but rated much lower than the

above methods:

4.

20% Write-up each Year of the Difference between Adjusted Book
Value and Market Value.

For those pension funds with high utility preferences for closeness to market

value, the following methods are considered acceptable after modification

and are rated in the order listed:
5.

Least Squares Trend Line Method, based upon market values
for 5 years.

6.

Percentage Write-up each Year of the Difference between

Adjusted Book Value and Market Value, 30% or 40%.
The following method is not recommended:
7.

6% Appreciation Method.

IV.

SUMMARY OF RECOMMENDATIONS

The purpose of this study was to provide a useful answer to the fol
lowing question:

"At what amount should the investment in equity securities

be carried on the balance sheet in published financial
funds of non profit organizations?"

statements for pension

A research methodology was developed to

1Morris, pp. 46-48, 188-190. The Minimization Formula Method was
developed by the researcher by the use of the derivative of the mathematical
model.
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provide a useful solution to this problem.

The results can be summarized

as follows:

1.

equitable allocation of earnings to

Accounting objective:

participants
2.

Specific criteria:

a) closeness to market value
b) stability of yield

3.

Mathematical model:

C

2

2
= (w) Cv

2
2
cy ; where Cv is a measure

2
of closeness to market value, Cy is a measure of stability of yield, and

(w) is a weighting factor
4.

Test alternative accounting methods:

book values and yields

computed for twenty-one selected accounting methods.
5.

Rate accounting methods:

six acceptable methods ranked in order;

the other fifteen methods rated inferior.
Each accounting method specified a formula for computing the carrying value
of the equity securities.

The accounting methods recommended will specify

the valuation of equity securities which best meet the objectives of pension

funds for non profit organizations.

1.

RECOMMENDATIONS FOR PENSION FUNDS OF NON PROFIT ORGANIZATIONS

Historical Cost Method

The study revealed that the Historical Cost Method of accounting
for common stocks is the least desirable method to achieve the objectives of
pension funds.

It is recommended that the Historical Cost Method of accounting

be abandoned as an acceptable method.

Current Market Value Method
The study also revealed that the Current Market Value Method of

24
3

accounting is very inefficient in achieving the objectives of pension funds

and is not an acceptable alternative to the Historical Cost Method.

Any one

of the six methods rated acceptable above would be strongly preferred as an
alternative to the Current Market Value Method.

2.

IMPLICATIONS

The study was directed to the needs of pension funds of non profit

organizations for the valuation of equity securities.

Implications beyond

the specific purpose of this study will be examined.

Organizations Exclusive of Pension Funds
Research is suggested to determine the applicability of the

methodology and/or results to marketable security portfolios held by other
institutions.

Other institutions would include industrial corporations holding

investments in marketable securities, or investment companies such as insurance
companies or investment trust portfolios.

With regard to industrial corpora

tions, separate determinations are appropriate for investments held as tempo

rary investments for excess cash and long term investments held for other
reasons.

The research should be directed to defining investment and accounting

objectives and conversion of objectives into specific criteria.

If at any

point in the development of the criteria, the results should converge with

the results of this study, then the conclusion and recommendations of this
study would also be applicable.

For example, the Constant Rate of Return

theoretical allocation method defined previously may be the optimal method to

meet a variety of objectives.

If the specific objectives for common stock
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valuation for long term investments of industrial corporations were best met

by the Constant Rate of Return theoretical allocation method, then the results
of this study could be generalized to include long term investments in equity
securities by industrial corporations.
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APPENDIX

FORMULA FOR EVALUATION MODEL

The basic model is C

2

2
2
= Cv + Cy.

2
smallest C value is the optimal method.

not be used to reach conclusions.

The accounting method with the
Formal statistical methods will

However, the notion of relative variance

as described in classical statistics is the basis for the measures developed
in this study.1

2
Cv.--The coefficient of variation between book value and market

value, Cv, is a measure of the percentage deviation of book value from the
corresponding current market value.

It is stated as follows:

C v = Coefficient of variation
between book value and
market value
B. = Book value for accounting
jt
method (j) at time (t)

= Market value at time (t)
N

= Number of years

2
Cy.--The coefficient of variation between yield for time (t) and

time (t-1), is a measure of the relative change in earnings.

It is stated

as follows:

Cy = Coefficient of variation
between yield for time (t)
and time (t-1)
Yjt = Yield for time (t) based
upon the accounting method (j)

Yj(t-l) = Yield for time (t-1)
1Taro Yamane, Elementary Sampling Theory (Englewood Cliffs, N. J.:

Prentice-Hall, Inc., 1967), 33-37.
30
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Squared Deviations.—The squared deviations rather than the abso

lute deviations have been selected for the model.

The mathematical property

of squared deviations to magnify large amounts in relationship to many
small amounts is the reason for this choice.

Small differences between

book value and market value are of little consequence.

Likewise, small

fluctuations in yield from period to period are not significant.

A

single large deviation that results from the use of a particular accounting
method will result in a large C or C

2

computed value.

an accounting method will be assigned a low ranking.

As a result such
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American Stock Exchange
86 Trinity Place
New York NY 10006
212/938—6000

Securities Division

May 14, 1971

Mr. Richard C. Lytle
Administrative Director
Accounting Principles Board
American Institute of Certified
Public Accountants
666 Fifth Avenue
New York, New York 10019

Dear Mr. Lytle:
The Exchange appreciates the opportunity to comment on
the study by the Accounting Principles Board on Accounting for
Investments in Equity Securities.
In general, the Exchange believes the study can result
in a significant step toward more realistic and meaningful financial
reporting. More specifically, the Exchange subscribes in principle
to the market, or fair, value basis of accounting for equity investments.
Further, it believes that realized gains and losses should be fully
reported asa component of net income, whereas unrealized gains
and losses should not be included in the income statement, but
should be clearly reported in a separate statement of such gains
and losses and reflected in an appropriate stockholders' equity
account.

The question of proper valuation would be of prime importance
to the correct recording of equity securities at fair value. The
Exchange feels that actively traded, non-restricted securities should
be measured on the basis of quoted market prices. A long-term
yield adjustment to market value, as explained in Paragraph 17(b)
of the Board's memorandum, warrants further study as it could have
the advantage of permitting the reporting of meaningful current values
without the distorting effects of short-term, cyclical fluctuations
in market value.
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May 14, 1971

It appears that the determination of "fair value" for
restricted securities and securities which are not actively traded,
if based on an estimated price that could be obtained upon sale,
could involve substantial latitude of measurement and may permit
manipulation of reported unrealized gains and losses and have an
adverse influence on management's investment decisions, among
other problems which the fair value method would be intended to
cure. The Exchange feels, therefore, that specific guidelines
setting forth the possible determinants of "estimated sale price"
must be established if a fair value method is adopted.

It is recognized that a fair value proposal would contemplate
several practices in financial accounting which the accounting
profession has, over the years, largely eliminated from the concept
of generally accepted accounting principles - specifically, valuation
accounting and direct charges and credits to equity. In view of
past examples of the erosion of standards embodied in certain
accounting principles, it would seem necessary to establish, as
part of a fair value accounting opinion, effective restrictions that
would prohibit the possible evolution of practices beyond the scope
of the opinion prior to the Accounting Principles Board's consideration
and pronouncement on appropriate additional principles.
If, on the other hand, an opinion based on reporting
investments at fair value is viewed as foretelling new directions
to accounting, the Exchange believes it essential that the proper
broad foundations of principles be established in advance to define
these directions.
Financial statements have become increasingly important
to the economic decisions of growing numbers of investors. The
Exchange supports any attempt to establish accounting principles
and financial statement presentations which will further the needs
of these investors for reliable information about the financial resources
and obligations and the earning power of an enterprise.

Sincerely

Douglas M. Smith, Jr.
Director - Plans and Programs
cc:

Mr. W. Brewster Kopp, Senior Vice President
Mr. Bernard H. Maas, Vice President
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Mr. Richard C. Lytle
Administrative Director
Accounting Principles Board
American Institute of Certified Public Accountants
666 Fifth Avenue
New York, New York 10019

Dear Mr. Lytle:
This statement sets forth the initial views of the FEI subcommittee on
accounting for marketable securities and is submitted in accordance with
your letter of March 17, 1971. A representative of FEI's committee on
corporate reporting will be present at the Open Hearing on May 25 and 26
and it is requested that he be given the opportunity to answer any questions
and present any oral comments which may seem appropriate.

Our committee believes that the subject of accounting for marketable securities
at their current value is but one facet of the broad question of "fair value"
accounting. It may be in order to depart from current principles of accounting
for assets at historical cost before this larger question has been answered.
However, more research directed toward the broader question is required be
fore a change is made concerning a particular type of asset. Financial
Executives Research Foundation has a comprehensive project under way to
study "fair value" accounting and its use in financial reports.
We caution the APB against issuing any pronouncement which would be restrictive
as to the type of marketable securities covered. While the problems of pricing
fixed income securities are of significant concern to commercial banks and insur
ance companies, any pronouncement not covering fixed income securities would
seem to be inconsistent with the purpose of examining the accounting treatment of
equity securities. This is highlighted by the exclusion of convertible debt since
that type of security often is valued principally on the basis of the underlying
equity securities to which the debt instruments can be converted.

There would seem to be four types of situations requiring research and ultimate
resolution:
•

A.

The managed portfolio of equity securities typical to insurance
companies but observed occasionally in situations where fi
nancial reserves are invested as is the case with unredeemed
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trading stamps, uncashed travelers checks, etc. The
purpose of the investment is appreciation and/or dividend
return.
B.

The incidental long-term holding of the securities of a customer,
supplier, or other corporation where there is business relation
ship and where the investment is made for reasons other than
appreciation and dividends.

C.

The situation where excess cash is invested in an equity
security according to a planned redemption schedule.

D.

Those situations intended to be covered under APB Opinion
No. 18 providing for equity accounting.

It is our position that those securities described in "C" above, since they re
present unusual short-term holdings, are considered very liquid and current
assets, and should be carried at current value, but such value should not depend
on the published market price on one day. An average of the market price over
some period of time is recommended.
Of the two remaining, there are similarities in treatment which immediately
suggest themselves because they are generally concerned with long-term invest
ments. In examining the question of market value for these categories it becomes
apparent that accounting for equity securities presents unique problems from
those encountered in accounting for most other assets as the "quoted" market
value at any particular point intime does not necessarily indicate the eventual
realizable value of such securities nor does it give proper measure to the change
in basic value of such securities for a defined period of time.
"Quoted" value at a moment in time is not a true measure of the value of a security.
Prices of publicly owned and traded securities fluctuate widely in short periods
of time and such fluctuations have no basis in most cases for establishing the
economic value of an asset or its earnings for an accounting period. It is in
recognition of this problem that the APB provides in its Opinion No. 8 that "The
Board believes unrealized appreciation and depreciation should be recorded in
the determination of the provision for pension costs on a rational and systematic
basis that avoids giving undue weight to short-term market fluctuations. "

It is in keeping with the concepts of this Opinion that we support the position
that in the case of companies which hold securities as long-term investments
and trade and manage portfolios as a part of their everyday business as is the
case with insurance companies, quoted market value at any particular date does
not reflect the values which will ultimately be realized but only values that could
be realized if the entire portfolio was sold on that date (which does not generally
happen). Therefore, these values are only of a transitory nature. Also, these
companies, as a part of their pricing structure consider a long-term yield on
funds invested and the transitory valuation at any particular date that would be
subject to short-term market fluctuations would violate the accounting principle
of matching costs and revenues.
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Management makes long-term investments in equity securities for a return
which is a combination of two sources of income, dividends and appreciation.
Each could be recorded on a regular and systematic basis in the same way
that dividends are now recorded.
Companies with long-term portfolio investments could adopt a method of
accounting which would value marketable securities on a basis that would reflect
in period earnings the company's yield to realizable value based upon historical
long-term portfolio performance, subject to certain limitations. Such a method
might better match costs and revenues than the recording of transitory market
conditions which are unrelated to the economic values in long-term portfolio.

One example of the amount which could have been taken into income each year
for the past five years based on investment in a unit of the Standard & Poor's
average is shown on the attached exhibit. Other methods could be devised
which would accomplish nearly the same thing.

While the above represents the initial position of our subcommittee, there is
a significant minority who feel that no change should be made at the present
time from carrying equity securities at historical cost and that appreciation
should be reported as income only as it is realized. They feel that adequate
disclosure of market values is sufficient to inform the investor and that the
complications of any type of long-term yield method outweigh any benefit which
might be achieved by changing from historical cost.
In the case of long-term holdings of individual securities as described in "B"
above, since performance would not be meaningful to determine the proper
measure of a current year's appreciation or depreciation in realizable value
as in the case of a managed portfolio, a somewhat similar concept could be
developed by writing the security up or down at each accounting period based
upon some portion of the difference between its carrying value and its average
value over a period of time. Again, there is a minority who prefer historical
costs for this situation.
This statement does not consider all the related problems in accounting for
marketable securities such as new companies, restricted stock, etc. It is felt
that the mechanics of these situations can be worked out primarily on the same
guide lines as those suggested above taking into consideration the economic
realities of the specific situations.
In summary, the use of market value for accounting for marketable securities
at any particular date with the recognized problem of short-term market fluctuations
unrelated to economic value is not a true measure of the economic or realizable
value of the equity security asset. A method based on long-term yield could be
a much more realistic and meaningful way to measure the value and resulting
earnings from equity securities; especially those which by management intent
or by the nature of the industry are held for long periods of time and/or are a
part of the revenue base of a company.
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As a matter of general principle, it is our recommendation that guide lines
be established for the accounting for equity securities rather than the establish
ment of specific rules and, of course, whatever guide lines are established
provision should be made for interim period as well as annual reporting.
Very truly yours,

C. C. HORNBOSTEL
Executive Vice President
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ACCOUNTING FOR MARKETABLE SECURITIES

1.

Scope of the Study

The restriction of the APB’s study to marketable equity
securities, thereby excluding marketable bonds, appears to us to
be illogical for two reasons. First, it excludes from consideration
assets which in many industries (insurance companies and brokerage
firms, for example) comprise a major portion of the investment in
marketable securities. Second, it leaves open the loophole of man
aging earnings via realization of gains or losses in the bond portfolio.
Certainly, the volatility of the bond market during the past year has
provided ample opportunity for such management.
We believe that the concept of valuing equity securities at
market should be extended to marketable debt instruments.

2.

Present Practice

We believe that present policy should be changed because (a)
it does not reflect underlying economic reality; (b) it permits com
panies to manage their earnings by selective realization of gains and
losses on security sales (this is a clear case of accounting influencing
policy rather than reflecting it); and (c) present policy distorts trends
by not reporting value changes in the periods in which they occur.
3.

Marking Marketable Securities to Market

We believe that marketable securities (in expanded scope as
discussed in point 1) should be carried on the Balance Sheet at market
value, net of tax effect on the sale of such securities, as of the date
of that statement. Any material change in the value between the Balance
Sheet date and the date of the auditor’s report should be disclosed. Our
reasoning holds that the reader of the financial statements would find
the realizable value of the securities among the most meaningful data
available to him.

(612) 372 3173

Walter P. Stern. C.F.A.
Burnham A Co.

4.

Accounting for Changes in Market Value

10 Broad Street
NEW YORK. NEW YORK 10004
(212) 344-1400
4. 1 Realized and Unrealized Changes Together
Dr. Frances Stone, C.F.A.
Merrill Lynch, Pierce. Fenner A Smith, Inc.
00 Park Avenue
NEW YORK. NEW YORK 10017
212) 750-6288
We believe that realized and unrealized appreciation and/or
KR
OSEMARIE Tlveloy, C.F.A., C.P.A.
depreciation must be accounted for in the same way to avoid the managed
First Manhattan Co.
40 Wall Street
NEW YORK. NEW YORK 10005
earnings problem and to account for changes in portfolio values as they
(212) 344 2525
occur.
H. Willoughby, C.P.A.
GAC Investments Corporation
Bayview Building
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4.2 Income or Surplus
It is our belief that the change in the value of the security portfolio
(realized and unrealized) during the period should be reflected in the income
statement for the following reasons:
(a) The opportunity to manage earnings by selective realization
of gains and losses is eliminated.
(b) Changes in market value are recognized in the periods in which
they occur. This is preferable to recognition of the cumula
tive changes of several periods in the period of realization.

(c) Total exclusion of changes in the market value of securities from
the income statement would provide an incomplete picture of the
income for the period. A management which has chosen to forego
some current dividends and/or interest, which v/ould have appeared
in the income statement, for potential capital appreciation has
equated the two on some basis and the result should be measured
and accounted for.

The argument that inclusion in income of changes in the market value of
securities would inject distortions into the figures because of market volatility
does not seem valid to us. A management which has decided to manage a port
folio is well aware of the volatility of the market and indeed! intends to profit
from it.
The argument is made that gains or losses are reported which may never
be realized. Nevertheless, the decision to hold or sell a security docs have
economic consequences, and these are being accounted for.
The question has been raised as to how the market will treat income
including portfolio changes, i. e. , will the resulting volatility penalize the
multiple afforded the shares, and should portfolio changes be granted a mul
tiple ? Or should asset values per share be a market determinant as they are
in mutual funds? This aspect of the problem seems to be one for analysts to
cope with rather than accountants.
We would suggest that the contribution to surplus arising from unrealized
gains and losses be footnoted.

4.3 Segregation of Portfolio Changes in the Income Statement
Portfolio changes always should be shown separately on the income state
ment with the total of realized and unrealized gains; (net of tax) clearly indicated.
Portfolio changes should always preserve their separate character (never lumped
with other income) even as they are moved from a subsidiary's income state
ments to its parent’s or from an investee’s to the investor’s.
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4.4 Averaging of Portfolio Changes

It has been suggested that the volatility of the earnings resulting from
the inclusion in income of portfolio changes (referred to in point 4. 2 above) is
not a true reflection of the results of a long-term investor. For example, an
insurance company may have a program which seeks average appreciation of
8% per annum to augment its current 3% yield and to compensate for the in
creased risk it assumes. If, on a long-term basis it accomplishes its goal,
would it be a distortion to show year-by-year earnings differing drastically
from this result? Accordingly, should portfolio changes be conformed to the
company’s five-yeay plan?
Absolutely not! First, few companies have clearly set forth five-year
plans, and even these might be subject to change if investment results did
not work out according to plan. Who can choose the proper period over which
to average? Second, averaging results vitiates the idea of reporting changes
when they happen. Third, to permit averaging or smoothing is to open the
door to a pernicious threat of broad application of such a technique whenever
inherent volatility threatens the smooth chart.

We believe that where portfolio management contributes materially to
net income an extended tabulation, e. g. , ten years of investment results should
be required so that investment performance and fluctuations in market value
can be put into better context.

5.

Different Treatments for Different Industries

Where a company’s portfolio management activities are patently not
a part of its principal operations, e. g. , a manufacturing enterprise with a
passive investment in securities, it is more difficult to justify including in
income changes in portfolio value. Nevertheless, the smaller the item, the
less valid a reason to make an exception; the larger the item, the more similar
the case to an insurance company, for example. Therefore; exceptions are
probably not warranted for industrial companies.

If, however, the Board should decide to exempt industrial companies
from a requirement to mark to market, full disclosure of the current market
value of marketable securities held should be required for all years for which
balance sheets are presented.

Funds should continue to report on the basis of asset value per share
since the net income concept is not generally relevant to them.
Material positions, i. e. , those representing 5% or more of the company’s
portfolio should be disclosed. The portfolio should either be listed, or where
this is impractical, should be made available.

Rosemarie Tevelow, Chairman, Subcommittee on Marketable Securities
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April 23, 1971

Ms. Rosemarie Tevelow
First Manhattan Co.
30 Wall Street
New York, New York 10005
Dear Rosemarie:
Please accept my thanks for the excellent job you have done on
"Accounting for Marketable Securities". Your efforts are a
real assistance to those of us struggling to keep up with the
questions.

As a minority of one, I will keep my remarks to a minimum. If
there is an audience anywhere willing to listen in detail, I
will be glad to expound.
I believe present practice should be altered to provide more
definitive disclosure. I recommend (1) showing market values
either in a footnote or parenthetically on the balance sheet
with an indication of the tax effect assuming a sale, (2) iden
tifying material gains and losses from security sales on the
operating statement. If the company reporting maintains a
portfolio in the ordinary course of business, the item should
be shown above "net income". If not, gains and losses should
be shown as "extraordinary". "Material" indicates aggregate
gains and losses of 5% or more of net income or loss. When the
item is not material it should be reported as income but need
not be identified.

In my opinion, the tools are now available to the accountant
for the proper reporting of portfolio gains and losses. To
extend the proposed opinion beyond a clarification of existing
practice will be a disservice to users and originators of
financial statements.
The major thrust of valuing at market appears to be prevention
of managed earnings. I agree abuses should be curbed if
possible. I doubt, however, the wisdom of the majorities’
approach since it appears to sacrifice accounting principle for
regulatory sanction. ----- The sanction in this case becomes a
prohibition against holding marketable securities unless the
management is willing to see earnings fluctuate with the market.
It should be effective against the innocent who do not mismanage
earnings. I have my doubts about those who set out to abuse
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accounting rules. By carefully negotiating outs on the way in,
I am sure the sanctions can be avoided if they bind, and used
to abuse if they don’t.

What principles do we sacrifice? Perhaps none if we are pre
pared to make some major philosophical changes. Are we
prepared for value accounting? If so, let the APB say so and
we will get on to a more challenging debate. Will we abandon
the "equity method" for 20% or more ventures or affiliates
where market values can be established? Why report propor
tionate earnings at one level and market value at another? A
confusing conflict appears to be developing. Perhaps we can do
away with imputed interest in this process. The market value
should provide a solution here too.

The major sacrifice I see, running through this all, is the
matching of income and expense. Earnings at present are not a
reflection of asset values but of realizations' from the use of
assets.
The unrealized gains and losses on a security are not
income or loss until liquidated. They are reflections of the
market place which is often showing psychic rather than under
lying economic reality. Adoption of the majority recommenda
tion will go far to advance theory but will do little more than
confuse the real world of practice.
An obvious question has been raised about those industries now
valuing securities at market. The reasons are based not on
theory but on tradition, regulation, and compromise.
The
resistance to change, therefore, will probably be out of pro
portion to the reasons for change. I suggest that in keeping
with the minority recommendation on the operating statement,
realized gains and losses should be shown in all industries'
operating statements. Balance sheet conformity should be
allowed to develop over time. As a starter perhaps good judg
ment will call for showing cost rather than market, parenthet
ically, with the same tax disclosure in either case.
This may
on first blush seem trite but the effect on earnings is identical
once the fiction of unrealized market gain or loss is excluded.
To carry the fiction from stock to marketable bonds, to less
marketable fixed income securities, not only strengthens resist
ance to change, but also compounds the practical difficulties
of the accountant.

To conclude this minority’s report, I urge again we seek a
solution commensurate with the problem. I recommend adequate
disclosure in the balance sheet and the inclusion of realized
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gain and loss in the operating statement. Let us urge the APB
to spare us a new tangent based on value accounting at least
until the profession defines the objectives of financial
statements.

Peter F. Frenzer

PFF/mk
cc:

Mr. Frank E. Block, C.F.A., Chairman
Girard Bank
1 Girard Plaza
Philadelphia, Pa. 19101
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THE ASSOCIATION OF INSURANCE AND FINANCIAL ANALYSTS

Position Paper on Insurance Company Accounting for
Marketable Securities and Realized and Unrealized
Capital Gains or Losses

1.

The Association recommends that life insurance companies

continue to value stocks at market and bonds at amortized cost on

their balance sheets.

Although there are exceptions,

the invest

ment philosophy of most life insurance companies still envisions
that the bulk of the bonds owned will be held until maturity or

until called by the issuer.

In our view this justifies their car

rying bonds at amortized cost.

2.

It is recommended that fire and casualty insurance com

panies reflect all stocks and bonds at current market value on

their balance sheets.

Fire and casualty companies often sell tax

able bonds to buy tax-exempt securities and vice versa, depending

upon their current underwriting posture and the near term outlook
for underwriting profits or losses.

Frequently,

therefore,

the

current market value of a fire and casualty company's bond port
folio does reflect the amount that is likely to be realized from

the asset.

In addition, because the liabilities of a fire and

casualty company are of a shorter term nature than those of a life
company,

the assets of a fire and casualty company that either

ceases to write new business or which faces an unusual surge in

claim payments must be converted into cash substantially sooner
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Reflecting this charac

than would be the case for a life company.

teristic,

fire and casualty companies typically buy bonds of shorter

maturities than life companies,

a posture which reduces somewhat

the effect of having to carry such securities at market.
3.

The Association feels that both realized and unrealized

capital gains or losses should be combined to derive a figure for
total investment gains or losses recorded during an accounting per

iod.

Combining both types of investment gains or losses is a more

accurate reflection of a company's results in the investment area

during an accounting period than is the case when only realized

gains or losses are reflected in income.

Combining both realized

and unrealized gains or losses will also help eliminate the kind of
undesirable management of earnings that has been employed by a num

ber of companies in recent years.

4.

There are two separate and distinct problems involved in

reporting investment gains to shareholders.

The first is the de

termination of accurate income figures from operations and invest

ments for each accounting period, which can then be translated to
a meaningful per share basis for the benefit of investors.

The

second problem is that of interpreting and reporting these results

in a manner that is relevant to the investor.

This includes an

effort to present the investment gains data in a way that reflects

345

the true long term investment capabilities of the company, rather
than merely the fluctuations that occur each year.

5.

It is urged that the two problems outlined above not be

confused by the use of an averaged or smoothed investment gain

figure that draws on prior years'

investment results when preparing

an audited statement that purports to reflect the operating and in

vestment results of a specific accounting period.

Rather,

separate

schedules and information can be provided in addition to an income

statement in order to present the investment results to the investor
in a manner that is not distorted by the inevitable market fluctua
tions of a single accounting period.

6.

It is suggested that investment gains be reported at the

bottom of the income statement as follows:

Operating Results
Pretax Operating Income
Federal Taxes Attributable
to Operating Income
Net Operating Income
Extraordinary Gains or Losses
Realized Gains or Losses
Less: Applicable Income Taxes
Net Realized Gains or Losses

Total Net Operating Income and
Extraordinary Gains or Losses
Investment Gains or Losses
Realized Capital Gains or Losses
Less: Applicable Income Taxes
Net Realized Capital Gains or Losses

Amount

Per Share

$

$

$

$

$

$

$

$

$

?_______

$

$

Unrealized Capital Gains or Losses
Less: Applicable Income Taxes
Net Unrealized Capital Gains or Losses

$

Total Net Investment Gains or Losses

$

$

$
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7.

The table above deliberately discourages the addition of

operating earnings and investment gains to develop a total income
figure.

Given the very nature of insurance companies,

and particu

larly that of fire and casualty companies, it is felt that a total

income figure that fluctuates widely from year to year is not parti
cularly relevant by itself insofar as the investor is concerned.
Quite the contrary, experience already shows that it can be mislead

ing and confusing to the investor.
8.

The Association feels that, an APB Opinion on the subject

of investment gains should recognize that such earnings differ
from operating earnings in terms of stability and predictability,

as well as in many other respects.

This issue is accentuated be

cause, unlike commercial or industrial concerns,

fire and casualty

companies normally commit the bulk of their assets to marketable

securities.

We do not mean to suggest that the investment activi

ties of an insurance company are not a part of total operations.

It is evident, however,

that investing in bonds for yield differs

radically from a rate of return approach that leans heavily on

the vicissitudes of the stock market .
In submitting this view,

the Association has not ignored

that, under the suggested method for reporting investment gains

outlined above,

those companies that choose to invest in bonds

are able to report a higher level of operating earnings than those
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whose investment activities lean towards the accumulation of sur
plus through investment in common stocks.

To the contrary, given

the very nature of the different types of securities, such a dis

tinction appears reasonable and valid.

The investor's ability to

identify and have confidence in the earning power of a company is
an integral part of the investment process.

volatility and unpredictability,

Because of their

investment gains do not lend

themselves to the application of a meaningful p/e ratio by investors.

Thus,

they should not be co-mingled with operating earnings to de

rive a total income figure that might also fluctuate so widely as
to make it meaningless and confusing to the investor.

The desirability of developing a total income figure for

every company is an understandable goal of the accounting profes
As noted above, however, such a goal is a more reasonable

sion.

one for commercial or industrial companies than it is for insur

ance companies.
9.

The recommendation that operating earnings and

and unrealized)

(realized

investment gains not be combined to produce a

total income figure

(at least for insurance companies)

is not con

trary to existing generally accepted accounting principles.

It

represents an effort to require that companies provide the fullest

disclosure possible for the benefit of the investor without pre
senting results that can mislead him.
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In conclusion,

the Association believes that the accounting

profession has not always given adequate weight to the needs of

investors in some of its opinions and rulings in the past.

For

example, procedures recommended in APB #11 with regard to Account
ing for Income Taxes were not accompanied by sufficient disclosure
requirements to enable the investor to ascertain the true operating

earnings of some of the insurance companies for the years 1969 and

1970.
Mindful of this problem, we now urge that the rules for report
ing investment gains reflect a separation of earnings by source,

without deriving a total income figure that deprives the company's
reported earnings each year of credibility in the eyes of the in

vestors .

Inquiries may be addressed to:
Theodore J. Newton, Jr., First Vice President
Eastman Dillion, Union Securities & Co.
1 Chase Manhattan Plaza
New York, New York 10005
Mr. Newton is Chairman of the Adjusted Earnings Committee of

the Association of Insurance and Financial Analysts.

3 49

Accounting For Investments in Equity Securities
Other Than by the Equity Method
A Statement by Carl L. Nelson
(Columbia University) - a member of the
American Accounting Association

As a general rule, investments in equity securities not accounted for by the
equity method should be measured at market value. Restricted securities should be
measured at estimated market value. The APB at this time should issue no opinion
on the accounting for equity securities which are not actively traded.
Except for not-for-profit
in the unrealized gains should
ported as separate items. The
porting of gains and losses of

organizations, both the realized gain and the change
be included in the computation of net income but re
APB at this time should issue no opinion on the re
not-for-profit organizations.

It is probable that the preponderance of equity securities appearing on finan
cial statements that are widely distributed (mutual funds, insurance companies,
publicly-held brokerage houses) report such securities at market price. In these
industries, it has been recognized that the basis of measurement is of importance
and cost has been rejected. Thus the Board would not be departing from tradition
in requiring a general use of market prices.
The Committee memorandum refers to the historical cost basis of measurement
(paragraph 18. It should be remembered that receivables are ordinarily not carried
at cost (financial institutions excepted) and this practice can be rationalized on
grounds of practicality of measurement just as well as on grounds of realization.
There is no reason to hold realization sacred; accounting was done before accounting
literature appeared. If value can be determined it should be reported.
The Committee understandably had difficulty in finding arguments against the
use of market value. It is difficult to understand how the price of actively traded
stock can be said to be a subjective non-verifiable value. It is true that like
assets should be treated in a like manner but non-monetary assets are certainly not
a homogeneous class. There is, therefore, no reason why the basis of measurement
of securities should be the same as for plant and equipment.

The reluctance to include unrealized gains in income stems from a near-deifica
tion of cash and the failure to distinguish between cash flows and income flows.
If the amounts of gain or loss are material they should be reported on the income
statement so that the reader of the financial statements can find all non-investment
and non-disinvestment changes in stockholders' equity in one place. Income should
not be smoothed if in fact asset values go up in one year and down in the other.
Some of the unrealized gains may not be realized but some of the realized gains will
later disappear as a result of decreases in market prices.
The present mutual fund method of reporting, for instance, is undesirable because
it implies that the operating costs are incurred to permit the receipt of dividends
whereas in fact the investment research is directed towards the production of gains.

In my opinion, fair value should not be the basis of measurement if no market
value exists. The ability of investment experts to estimate value has limitations
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as is evident in those cases where new issues quickly jump to values triple that
of the issuance price. The opportunity for manipulation of income becomes too
great in these cases.
A thin market may produce prices that are hardly representative of the
"market price”. I would therefore propose an arbitrary standard such as to re
quire the use of market price unless it can be demonstrated that the transactions
during a month are less than the holdings of the investor corporation.

On the other hand, it is my opinion that valuation experts can adequately
deal with the problems of determining a fair value for letter stock.

There is no reason why differences in the nature of business corporations
should affect the method of reporting. Not-for-profit organizations, however,
should not necessarily follow the same methods of accounting as business corpora
tions. The income statements for the two types of organizations have a different
meaning. There is the tendency, for instance, to think of the revenue of a notfor-profit institution as the amount that can be spent. This approach to financial
administration would obviously lead to unfortunate results if gains and losses were
included in income. Because of the orientation of financial managers some kind of
income smoothing might be necessary to protect institutions from their administrators.
Unless the Board has available research results of which I am not aware, it would be
preferable for it to take no action on this subject at this time.
This is obviously not a complete statement on the subject; for instance, I have
attempted to avoid repetition of any statements in the Committee’s memorandum. In
addition, it was prepared on twenty-four hours notice.

CLN:May, 1971
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FEDERAL GOVERNMENT ACCOUNTING AS OCIATION

NATIONAL

OFFICE:

727

SOUTH

23RD

STREET,

(703)

SUITE

120,

ARLINGTON,

VIRGINIA

22202

684-6931

NATIONAL OFFICERS 1970-71

May 6,

1971

President

H. Morse, Jr.
General Accounting Office
Ellsworth

President Elect
Sidney Baurmash

Department of Commerce

Vice Presidents
Capitol Region
Francis Lyle

General Accounting Office
Northeastern Region
Howard G. Cohen
General Accounting Office

Mid-Atlantic Region
X. Marshall
Department of Transportation

Francis

Southern Region
Zane Geier

General Accounting Office
Southwestern Region
Dayle W. Booher
General Accounting Office
Central Region
David P. Sorando
General Accounting Office

Midwestern Region
Marc Mrozla

Defense Contract Audit Agency

Western Region
M. Weddle
Air Force

Richard C. Lytle, Administrative
Director
Accounting Principles Board
American Institute of Certified
Public Accountants
666 Fifth Avenue
New York, New York
10019
Dear Mr.

Lytle:

Reference is made to your letter of March 17,
1971, concerning the Public Hearing on Equity
Securities scheduled for May 25-26, and to the
brochure "Accounting for Investments in Equity
Securities Other Than by the Equity Method.”
The Federal Financial Management Standards
Board of the Federal Government Accountants Associa
tion has reviewed the brochure.
We appreciate the
opportunity to comment on the subject and to partici
pate in the public hearing.

John

Pacific Region
Daniel Dowling

Department of Agriculture
Immediate Past President
Bernard B. Lynn
Defense Contract Audit Agency

Executive Director
James A. Robbins

The Standards Board believes that an opinion of
the Accounting Principles Board on this subject is
needed.
We agree that investments in equity securi
ties, where the equity method is not employed, should
be measured in balance sheets at current market value
and that dividends accrued should be included in cur
rent income.
With respect to gains and losses, we favor
the option stated under 2.B.(3) (page 2) of the brochure,
but do not favor the proposal which would include the
special account in stockholders’ equity.
Accordingly,
we would restate the option in language similar to the
following:
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Richard C. Lytle, Administrative
Director

’’Realized gains and losses are included in

income; unrealized gains and losses are
charged or credited to a special balance
sheet account, not included in stockholders’
equity.”
Time for an oral presentation in the hearing is
requested.
Mr. Andrew Barr, Chief Accountant of the
Securities and Exchange Commission, will make the
presentation.

Some members of the Federal Financial Management
Standards Board will comment on this matter on behalf
of their departments or agencies, and may have ad
ditional or differing views to express at that time.

Sincerely,

Arthur L. Litke, Chairman,

Federal Financial Management
Standards Board
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SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D. C.

20549

OFFICE OF

THE CHIEF ACCOUNTANT

May 13, 1971

Mr. Richard C. Lytle
Administrative Director
Accounting Principles Board
American Institute of CPAs
666 Fifth Avenue
New York, New York 10019
Dear Mr. Lytle:

Ref. No. 1051

I am enclosing 100 copies of a position paper for use at the
Public Hearing on Equity Securities -- May 25-26.

This brief paper

expresses our views on the subject which may be reconsidered and
altered after our participation in the discussion and study of an
exposure of an APB Opinion.
Sincerely,

Andrew Barr
Chief Accountant
Enclosures

100
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SECURITIES AND EXCHANGE COMMISSION
OFFICE OF THE CHIEF ACCOUNTANT

Position Paper on Accounting for Marketable Securities

For APB Public Hearing
May 25-26, 1971
We appeared before the Symposium held on September 16, 1969, and presented
a position paper which served primarily to identify the problem of ac
counting for marketable securities in various Articles of Regulation S-X
which embrace general application to insurance companies and investment
companies.
Subsequent to that time, the SEC has recognized the problem with respect
to investment companies in Accounting Series Release Numbers 113 and 118
and, administratively, in registration statements filed by brokers and
dealers. We have also dealt with this subject in connection with financial
reporting for bank holding companies.
While the Commission recognizes that the acquisition (in a purchase trans
action) of the net assets of another company may result in a recognition
that fair value of those assets is in excess of the book value of such
assets and that under Opinion 18 the equity in the undistributed earnings
of investees will now serve to increase the net worth of the investing
company (where common stock ownership represents more than 20 percent
coupled with ability to exercise significant influence over operating and
financial policies of an investee); and while, further, the Commission is
not unmindful of the changing nature of the environment in which accounting
is required to perform its function, the Commission feels that the continu
ing weight of authority for continued adherence to historical (acquisition)
cost should not, and can not, be lightly disregarded. In this respect, the
Commission is not yet persuaded that a convincing case for an across-theboard current value basis of presentation of marketable securities has
been made.

Our answers to the conclusions summarized on page 14 of the brochure
prepared by the Committee on Accounting for Marketable Securities are as
follows:

1.

Generally, at this time, we believe a market or fair value basis
for general practice is not desirable or feasible.

2.

In
be
as
be

3.

We believe that generally all companies should be required to follow
the same general practice. We acknowledge, however, that in the case
of investment companies (where shares are sold and redeemed continu
ously on the basis of net asset value) and of brokers and dealers
(where daily trading in securities is involved) special practices
should be recognized.

view of our response to (1) above, changes in market value should
reported only in special cases.
It is considered, however, that,
general practice, full disclosure of market or fair value should
made, parenthetically or otherwise.
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ACCOUNTING FOR INVESTMENTS IN EQUITY SECURITIES OTHER THAN
BY THE EQUITY METHOD

Submitted to the Accounting Principles Board

BY
The American Appraisal Company, Inc.
Standard Research Consultants Division
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Summary and Conclusions
We have submitted this paper to convey to the Accounting

Principles Board our recommendations concerning the valuation
We are confident other contrib

aspects of equity securities.

utors will adequately cover the accounting issues involved.
The paper addresses itself to the following principal points:

1.

The reporting of equity securities held for
investment at current market values is in the

public interest and within the scope of current

valuation techniques.

2.

The valuation of these investments range from

simple or routine,

in the case of small blocks

of frequently traded securities to the complex

and difficult,

for substantial blocks of securities.

Professional competence and expertise should be used

for complex situations.
3.

The Board should establish suitable guidelines
for the valuation of securities.

These would

include:

a)

Recognition of the materiality of
changes in value.

b)

The market for the security.

c)

The purpose and nature of the
investment.
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Introduction

We are submitting our comments and recommendations to the Board
directed principally to the valuation aspects of equity securities.
We are confident other contributors will adequately cover the

accounting issues involved.

The valuation experience of The

American Appraisal Company, and its Standard Research Consultants

Division, extends over 75 years and includes a wide variety of

assets, tangible and intangible.

One of the most common requests

for valuation advice that we receive is in the area of equity
securities, both those with a public market and those without
a public market.

Our completed assignments include numerous

blocks of securities of various types and industries.

We feel that objective current market values can be determined
for equity securities held as investments by other corporations.
We feel also that it is useful to the readers of financial state

ments for such current values

to be disclosed.

(in addition to historical cost)

We are not experts in the area of establishing

accounting procedures and principles and are not commenting on
the various accounting methods for presenting current values
or changes in current value—from one financial reporting period

to another.

The problems involved in valuing equity securities range from
the very simple to the very complex.

At one end of the spectrum

is the situation where a company has temporarily invested idle

funds in a very small block of a large actively traded corporation,
say 1000 shares of General Motors stock.

There is little question
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that the best value for such a small block is an average of recent
closing market prices applied to the number of shares held as

of the balance sheet date.

At the other end of the spectrum in complexity is a large, perhaps
controlling, block of stock—up to 20% of the equity security

of a small closely held company.

Valuation of these securities

involves all of the skills and techniques of the professional

valuation consultant.

Consideration should be given to the

current value of the total enterprise,

its earnings outlook and

prospects; judgment should be applied as to the effect on value
of the size of the block, whether it provides control and commands
a premium or would sell at a discount because of difficulty in

marketing the stock.
This paper addresses itself to the problems and pitfalls involved

in the valuation process.

What are the effects of varying the

premises under which value is defined?

Who is qualified to value

securities and how can the objectivity of values be verified?

What are the valuation techniques which we, as professional

valuation counsel, employ in determining value?

Premises of Value
Before the Accounting Principles Board promulgates rules that

require corporations to determine fair values of equity securities,
we would like to suggest some of the problems involved in the

valuation process.
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Before determining the value of a block of securities or any
other asset for that matter,

the premise of value.

it is necessary to define in detail

To range afield for a moment,

it is

apparent that the value of a parcel of suburban land will not

be the same if the area is zoned for farming as if the area
The land can be valued

is zoned for commercial development.

only in the context of what potential use will be made of the

land itself.
Similarly,

One must specify clearly the premise of value.

the value of a factory and its contents is determined

on one basis for fire insurance placement while quite a different

basis is applied and can be supported if the figures are to be
used for property tax assessments.

It is a fact that the definition

of value for fire insurance differs from that used in determining

assessed values for ad valorem taxes.

Again,

the premise of

value must be defined.
By the same token,

the value of a block of securities held as

an investment may well depend on the purpose for which the
investment is made,

the length of time during which the invest

ment will be held and whether the current value is to be determined
on the basis of an orderly distribution or on a "distress" sale.

The premise of value,

the assumptions underlying the valuation

process, must be defined.
In short,

there is no such thing as "the" value of any asset.

Consideration must always be given to the purpose of the valuation
and what the user is trying to accomplish.

Given different

assumptions, quite different values can be arrived at.

The

principle is comparable to the LIFO/FIFO valuation process in
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inventory accounting.

Equity securities are held by a corporation for a number of
purposes and it may be appropriate to use different premises

of value for these various uses.

There is a very real question

as to whether minor fluctuations in current value should appro

priately be reflected for a block of stock held as a long term
investment.

Such blocks might be held to assure a continuing

relationship with a supplier, a customer, or some other inter

corporate relationship.
Similarly, the valuation of marketable securities held by banks,

insurance companies and others who are in the investment business--

but not selling or redeeming stock on a current basis as do investmen
companies—may be treated differently from the short-term temporary

investments of surplus funds by non-financial corporations.
The APB and corporate financial management should be cognizant

that different premises of value are possible and that different
values can be supported as a consequence.

We recommend that

these distinctions be reflected fully in your final opinion.
Provision must be made for the underlying circumstances in

determining "Value."

Who Should Determine Fair Market Value?
Fair market values can be determined by anyone knowledgeable

in valuation principles and practices.

Sound conclusions of

value can be arrived at objectively through supporting documentation

and rationalization which must reflect common sense,

reasonableness
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and informed judgment.

However,

there are definitive procedures

involved, best applied and interpreted by someone experienced
in so doing.
It should not be

Materiality should always be recognized.

necessary to reflect minor changes in value
operations of the investing corporation.

relative

to the

The responsibility

for proper financial reporting lies with a company's directors

and management; if the directors or management have valuation
capability,

they can,

if they wish, make their own determinations

of fair market value.
Today, directors and managements are more conscious of public

attitudes (because of actions taken by the public)

toward full

disclosure and correctness of a company's facts and figures

regarding value,

financial condition,

operating results, etc.

In this regard, even if the aforementioned have valuation expertise,
retention of independent qualified professional counsel may well

provide additional confidence and protection regarding the

company's reporting.

Auditors have ultimate responsibility to the public for assuring
that management's financial reporting presents fairly the position

of the company and its operations.

They should, before passing

on fair value conclusions, be certain that the procedures followed

in reaching any conclusions expressed are adequate and were
reached by qualified and informed people.

must reflect each particular situation,

Since valuations

it is necessary that the

user of financial statements be sure that experience and pro

fessional competence were utilized.

The independent accountant's
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role in this procedure should be limited to assuring himself

that sound valuation principles were applied.

We recommend

that Certified Public Accountants do not engage in the valuation

process itself if they are acting in the role of auditors.

The Valuation Process
We do not need to dwell on the vagaries and seeming irrationality

of security prices.

The daily newspapers have recently begun

publishing lists of stocks with the largest percentage gains
and losses for the day.

Often, individual

(See Exhibit Attached)

stocks will show advances or declines of 10% and even 15% in one
day.

It is our contention that "fair value," however defined,

would not encompass shifts of such magnitude.

For current value

figures to be meaningful to the user such fluctuations should

be reviewed to determine whether or not the prices are meaningful
for value purposes.
Techniques of valuation must be employed which will smooth out
sharp, but random changes in value.

The exercise of judgment

in this type of situation is the service performed by those pro

fessionals trained in valuation.
as an example,

on May 5?

Using data for May 6,

1971

is Chelsea Industries really worth 10.3% more than

Is Bates Manufacturing worth 12.6% less?

Simple ap

plication of closing market quotations would answer "yes" to

both questions.

A professional experienced judgment would be

"probably not, but let's see what really is happening to the

companies involved."
The fair market value of relatively small blocks

(relative to

trading activity and shares outstanding) of equity securities
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with established public markets, and not subject to restrictions,

can be readily established on the basis of published prices.
Where purchases have been made within the current reporting

period on an "arms-length" basis, for cash, such purchase

price (cost) would represent fair market value.

Fluctuations in

quoted prices are affected too much by overall market sentiment,
the development of investment fads,

"hot" industries and so on

to make day-to-day changes meaningful.

Depending on materiality,

in the case of small blocks of securities,

the purchase price

would suffice as a measure of value in the first year.
subsequent years,

trading volume)

relatively small blocks

In

(as measured against

of publicly traded securities could be valued

at the balance sheet date.

For blocks of securities in excess of a de minimis rule fair
market values are determined through objective analysis of all

items pertinent to soundly derived value for that particular
investment.

It is not sufficient to go to the closing market

quotation even for a period of a month.

The value of a block

of securities may not simply be the unit price per share times
the number of shares held.

With valuation expertise, conclusions

can be reached through objective study and can be verifiable to
the extent that all the pertinent facts and the basis for value

determination were properly considered.

It is our contention

that basic valuation principles must be applied to the development

of all values, other than historical cost, which will appear
in published financial statements.
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Valuation of Listed Securities
Common S tock

For common stock,

the following items are among those which may

require determination and analysis:
1.

Number of shares involved.
If the block is sizeable
in proportion to trading volume, a discount for
blockage may be applicable.
The extent of the
discount, if any, will vary with the circumstances
attached to that stock at the balance sheet date.
The
discount would reflect pressure on that stock's
traded prices and cost of distribution.
Pressure
discount would reflect investor interest in the stock,
operating trends of the company, size of the block,
etc.
An example of pressure on market price is
Appendix A.
The appendix portrays what happened
to the market price of the common stock (listed on
the New York Stock Exchange) of White Cross Stores,
Inc., in 1968.
The number of shares involved in the
distribution (175,000) represented 4.7 months of
trading volume and 8.7% of total shares outstanding.

2.

Element of control.
If the block actually represents
at least effective control of a company, discounting
for blockage may not apply.
(Factor of control should
be verified, not accepted strictly on the basis of per
centage ownership.)
Instead, the element of control
would have to be evaluated to determine value which
would apply to that element.
While control may be
valuable in certain instances, there may be no value
in others.
In most cases, investors are willing to
pay some premium over market price for control.

3.

Irregularity in traded prices.
If a review of traded
price history reveals unusual price movements around
the valuation date, investigation is necessary to de
termine whether or not prices prevailing at the valu
ation date are truly representative of fair market
value at that date.
If not, other means for estab
lishing such value must be employed.
Appendix B is
an example of unusual price movements in OctoberNovember, 1964 of a publicly traded common stock.

4.

Restrictions.
Any restriction which impairs an owner's
right to sell his investment results in impairment in
value; the extent thereof depends on what applies in
each particular investment situation.
There may be
other types of restrictions, e.g., limitation as to
dividends, voting, etc., where the extent of impairment
in value need also be determined.
Discounts relative to dividend restrictions can be
developed through an analysis of a company's dividend
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paying capacity, dividend policies and payout,
of restrictions and prevailing money rates.

terms

Discounts relative to voting privilege restrictions,
e.g., no voting rights, would depend on how meaningful
voting rights are in a given situation.
For example,
in minority and non-control situations there would be
little or no discounting for lack of voting rights.

Discounts relative to sale and transfer restrictions
can not be determined as readily as for the aforementioned.
Applicable discounts from valuation date market prices
can be obtained through:
a.

A comprehensive review of prevailing restrictions
as set out by corporate decree, or by sale and
repurchase agreements, or by investment letter
agreements.

b.

Noting whether or not the stock is registered or
unregistered; if the latter, noting whether or
not arrangements for registration and/or cost
therefor have been taken care of by the issuing
company.

c.

Study of price movements of the subject stock,
company's record and outlook, possible effect of
restriction as to time, duration of the restriction,
available alternatives (e.g. no-action letter) and
all else that would be pertinent in a given situation.
In regard to investment letter stock, while it is
assumed that after a two-year wait the restricted
(unregistered) stock would become free stock, there
is no assurance that such would occur automatically.
Under prevailing regulations, there is no actual
time limit and under certain circumstances the
stock would never be free until registered.

d.

Study of situations involving discounts for
registrations to assist in determining discount
which would be applicable to a subject situation.
Note Appendix C which contains a tabulation of
discounts applicable to a number of private placements.

Preferred Stock

Determination of fair market value of a preferred stock is based
on a review of price movements,

trading activity, blockage, control

(where the stock has voting rights or where it may take over

voting rights under certain circumstances), restrictions, prevailing
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money rates,

stock provisions,

etc.

If convertible, all factors

pertinent to the value of the common stock are considered.
Warrants

Determination of fair market value of warrants follows a process
similar to that for common stock except that valuation of warrants
is a somewhat more complicated process.

Options
In certain transactions, options may be acquired,

e.g.,

the right

to buy or sell a security within a given period of time at a

given price.

The fair market value of investments such as this

can be determined through careful study of the terms, security

involved, price and factors applicable thereto.

Valuation of Unlisted Securities

Determination of fair market value for securities that are not
listed (securities traded in the over-the-counter market)

the process outlined for listed securities.
former, however,

follows

In the case of the

trading volume is not generally available.

Thus, blockage discount is not as readily obtainable as in the
case of listed securities.

Where trading volume can be obtained,

a suitable discount can be determined.
obtained,

When volume cannot be

fair market value must be approached through analysis

of all factors pertinent to such determination in a subject

case, giving consideration to the existence of a public market.

If a stock has a "thin market", whether it be listed or traded
over-the-counter, fair market value should be determined on an
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all-factor basis,

just as though the security were of a closely

held corporation.

Valuation of Securities of Closely Held Corporations
In preparing an opinion on Accounting for Equity Securities,
a rigorous definition of "marketability" must be provided.

Alternatively, management must be allowed to use its judgment
as to which equity investments should have current values

reported.
The actual procedure followed in valuing securities of closely
held corporations involves the determination as to whether
any of the securities have been involved in an "arms-length"

transaction.

the answer.

In certain cases,

such a transaction may provide

If not, or if there have been no "arms-length"

transactions which may be used as a basis of market value,

the securities must be valued by making a comprehensive analysis

of:

the subject company; companies that can be employed for

comparative purposes with securities with established public

markets; bases by which investors are appraising the securities

of the comparative companies; pertinent industry and money market
trends; and outlook for the company.

Ultimately, on the basis

of proper valuation analysis and methodology, common sense,
reasonableness and informed judgment, the fair market value

of the closely held security can be derived after providing for
existing infirmities such as lack of marketability or plus factors

such as control

(if of value in the subject situation).

369

For the purpose of this hearing, we have limited our observations

to valuation of securities of closely held corporations to
generalizations.

We would be pleased to have this opportunity

to pursue this subject in greater detail at your convenience.

APPENDIX A
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PRESSURE ON MARKET PRICE OF
WHITE CROSS STORES, INC. COMMON STOCK —LISTED N.Y.S.E.
FROM REGISTERED SECONDARY DISTRIBUTION OF AUGUST 22,1968
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Position Paper
On
Accounting For Investments In Equity
Securities Other Than By The Equity Method

May 1971

The Accounting Principles Committee of the National Association of

College and University Business Officers, acting for the Association,

is

opposed at this time to accounting for investments in equity securities at
market value rather than continuing the present historical cost basis.
utes of the Accounting Principles Committee meeting on March 23,

Min

1971

included the following:

"The Committee reviewed the proposition that investments should
be recorded in the accounting records and reported in the financial

statements at market value rather than historical cost.

Although

certain members of the Committee felt that there was some merit

in the proposition, it was unanimously agreed that the ramifications
thereof have not been sufficiently studied to accept such a significant
change in an accounting principle at this time. "

The Accounting Principles Committee (NACUBO) does not take any
position concerning the desirability of the proposed change(s) as related to

commercial or industrial enterprises.

It does object to the proposed

changes being made applicable to not-for-profit organizations, primarily insti
tutions of higher education,
the organization,

including activities which are an integral part of

such as a university-owned and operated hospital,

a mandatory or optional basis.

objections:

either on

The following points summarize the principal
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1. We believe that the proposed changes will not result in informa
tion which is more meaningful or useful than the presently accepted

practice of reporting investment market values on the balance sheet,
either for management decisions or outside supporters (govern

ments, foundations, private parties).

Few if any of the "arguments

for change" listed in the APB committee paper dated March 1971
are applicable to institutions of higher education.

There are no

stockholders or other investors who are influenced by any measure
ment of income.

In fact the measurement of income in the com

mercial sense has little or no meaning in financial reporting for

higher education.

The proposed changes will undoubtedly cause

certain problems such as lack of comparability with past periods
and the need to develop detailed procedures for implementing the

changes.

Unless it is clear that more informative reports will re

sult, these and other problems should not be imposed.

2. Inadequate consideration has been given to the accounting for un

realized gains or losses,

presentation.

as opposed to the asset or balance sheet

The APB committee paper recognizes that "endowment

and other funds of not-for-profit organizations" may have special

problems.

There is no consideration of these, however,

arguments for and against change.

in the

To adequately evaluate a policy

that requires market valuation on the balance sheet and contra

accounting for unrealized gains or losses,

each type of investment

portfolio must be examined and the impact of the change clearly

identified.

The complexity of this problem is illustrated by the

following description of investment groupings typically found in
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institutions of higher education:
(a)

Current Funds Investment Pool.

Used for investing working

capital and other unexpended current funds.

Restricted current

funds as well as unrestricted, participate in the investment

pool.

Unexpended plant funds and loan funds may also be

invested,
pose.

temporarily, until needed for their designated pur

The composition of the portfolio is concentrated typi

cally in short-term, prime obligations.
(b)

Endowment Pool.

The endowment pool includes those funds,

merged or commingled, whose principal must remain inviolate,
with only the income from investment subject to expenditure.
The composition of the portfolio assets are typically longer
term, low-risk investments concentrating on income (dividends

and interest).

A portion of the pool is typically invested in

fixed income securities.
(c)

Quasi - Endowment (Funds Functioning as Endowment) Pool

sometimes commingled with the Endowment Pool.

The

Governing Board may elect to invest expendable funds and
expend only their investment income.

There is no require

ment that the principal remain inviolate, which encourages a
portfolio aimed at a higher total rate of return and relatively

higher risk securities than the endowment pool.

Typically,

a sizable portion of this pool is invested in common stocks,
including some which pay no dividends.
(d)

Pooled Life-Income Fund.

The tax reform act of 1969 provides

that in order for there to be a charitable remainder interest

377

in any life income gift made to a University after July 31,
1969,

such gift must be made in the form of pooled life in

come funds, charitable remainder unitrust,

remainder annuity trust.

or charitable

As a result of this law,

a number

of life income funds are pooled to form a separate portfolio,

invested with the prospect of high yield.
(e)

Specifically - Invested Assets.

Donations to higher educational

institutions quite often may be the form of assets (stocks,

bonds, land, etc. ) which as a condition of the gift cannot be
commingled and/or converted to another form of investment.
The institution receives the income (if any) but exercises

limited control over the manner of investment.

quence,

As a conse

such gifts are typically separately accounted for as

specific investments.

(In these cases the measurement of

investment performance provides little useful information. )

(f)

Pension Funds Pool,

Funds are being administered for the

benefit of current and future retirees.

Typically the pool has

both equity and fixed income investments.
Gains and losses, whether realized or not, are not necessarily usable

in the same manner as dividends nor can they be accounted for in
an identical fashion without regard to purpose.

It is apparent from

the above that any or all of the four proposed methods in the APB

paper, of accounting for unrealized gains,

might be applicable

(paraphrased somewhat since there are no stockholders) to one or

more of the above investment groupings.
which,

It is not, however, clear

if any, would provide more useful information relative to the
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performance of any one pool.

It is vital that if different accounting

methods are to be applied for each type pool,

method must be specified.

then the accepted

Individual institutions should not be given

options of their own choice or reporting will be inconsistent and

perhaps misleading.
3. The impact on the management of institutions of higher education
has not been fully assessed.

In view of the precarious financial

situation of most universities and colleges,

accounting changes must

not be permitted to "create" funds that are not usable or foster
imprudent spending because of misunderstanding by governing boards,
legislative officials or administrators.

Although it is recognized

that the writing up of an asset to market does not "require" an in

crease in expenditure or decrease in governmental appropriation,

it

must also be recognized that any recording of unrealized gains must
be fully understood or imprudent expenditures or appropriation

changes may nevertheless be made.

Since it is not clear that market

value accounting will provide more useful information,

the importance

of the foregoing should not be overlooked.

4. There has been inadequate consideration of the kinds of investments
made by institutions of higher education and the possible problems
that might exist in attempting to record meaningful market value.

Some of these are:
(a)

The proposal under consideration by APB covers only equity

securities.

Typical investment pools include a variety of

investment types such as stocks, bonds,
gages,

etc.

real estate,

mort

To account for some on a market basis and
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others on a historical basis may at the very least cause
considerable confusion when attempting to maintain equality

between the hundreds of funds invested in the pool or pools.
(b)

Many equity investments are in emerging companies with little

basis for market valuation (and yet at some point may produce
substantial gains).
(c)

Large market fluctuations such as have occurred in the past
eighteen months or so would require special explanations in

accounting reports regardless of whether the present or pro
posed methods are followed.

It would appear imprudent to

record a large unrealized loss which would probably not in

fact be realized.

(Admittedly,

there may be some short

comings in recording large realized gains during the same

period while ignoring unrealized losses. )
(d)

The recognition of unrealized gains or losses in one type of

investment and not in others may be misleading since the

other types may be compensating or reinforcing,

either of

which might result in a substantially different picture.

5. At present generally accepted reporting practice for institutions
of higher education requires balance sheet disclosure of the market
value of investments of each fund grouping.

In addition,

market value

is used in determining such things as additions or withdrawals from
investment pools.

We believe that the present method of displaying

both cost and market value of investments by principal fund grouping

is superior for balance sheet purposes.

This information could be

380

supplemented, where material, by footnote commenting on the
availability of unrealized appreciation for each portfolio.

If informa

tion of investment performance is considered important it should be

provided in supplemental form where long term trends could be
displayed.

In conclusion, we affirm our opposition to the proposed change in
valuing equity investments insofar as it applies to institutions of higher educa

tion on the basis that there is little or no evidence that such accounting will
provide more meaningful financial reporting.
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Peat, Marwick, Mitchell

& Co.

CERTIFIED PUBLIC ACCOUNTANTS
345 PARK AVENUE

NEW YORK, NEW YORK 10022

May 13, 1971

Mr. Richard C. Lytle
Administrative Director
Accounting Principles Board
American Institute of Certified
Public Accountants
666 Fifth Avenue
New York, New York 10019
Dear Mr. Lytle:

Re:

Accounting for Investments in Equity Securities

I am presenting this report as Chairman of the AICPA’s Committee on College
and University Accounting and Auditing. The Committee held its last
meeting on May 5, 6 and 7, 1971, at which time the subject of accounting
for investments was discussed and the opinions of the five Committee members
present were recorded. Two members of the Committee were not present. Two
representatives of the National Association of College and University
Business Officers, who act as liaison with our Committee, were also present
at the meeting and participated in the discussion.
This general subject had been discussed at some length in an earlier meeting
of this Committee, with all members present, and the same general consensus
was achieved.
Background

Colleges and universities, with minor exceptions, have followed the practice
of recording all investments including equity securities at cost, or fair
market value at date of receipt in the case of investments received as gifts.
Fluctuations in market values have not been reflected in the accounts.
Gains and losses have been recorded when realized. Such realized gains and
losses have been accounted for in the fund in which the investment is held.
While each fund of the institution is considered to be a separate accounting
entity, they have been grouped for general financial reporting purposes into
the following categories:

Current funds
Loan funds
Endowment and similar funds
Annuity and life income funds
Plant funds
Agency funds
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The general financial statements have consisted of a balance sheet including
all funds, statement(s) of changes in fund balances and a statement of current
funds revenues, expenditures and transfers. Realized gains and losses,
therefore, of all investments would be reported in the statement(s) of changes
in fund balances and/or the statement of current funds revenues, expenditures
and transfers. This last named statement, while focusing on certain aspects
of current operations, does not purport, by itself, to present the results of
operations and is not comparable to the statement of net income of a business
enterprise.
Management of investments of colleges and universities has had to cope with a
number of concurrent constraints, competing objectives and shifting priorities.
Investments may be held specifically for a single fund or pooled for the
beneficial interests of many different funds. More than one investment pool
may be utilized. Particular investments may be acquired and held for reasons
not entirely related to the current rate of return or even their long-range
potential. For instance, commercial real estate contiguous to the campus
might be purchased and held as an investment with the long-term objective of
providing for campus expansion. Contributed investments may be restricted in
some fashion that precludes their sale for some period. Restrictions on
investment may be imposed by donors or grantors.

The struggle between maximizing present income to meet this generation's needs
and the desire to provide prudently for the requirements of generations to
come has been omnipresent. Out of this struggle arose the practice of applying
trust accounting concepts in recording investment transactions of endowment and
similar funds. These techniques have been deemed to be most appropriate in
properly reflecting the intention of governing boards, even though the funds
involved, in most if not all cases, would not be considered as true charitable
trusts in law. Such accounting classifies dividends, interest, rents, royalties
and the like as income and realized capital gains and losses as principal
transactions.
Pooled investments have presented a special accounting problem with respect to
the proper identification of income, gains and losses with the appropriate
participating funds. For many years the so-called "book value" method was used
by most which provided that income, gains and losses realized by the pool would
be distributed to, or on behalf of the participating funds in the ratio that the
book value of each participating fund bore to the total book value of all
participating funds. In more recent years, the so-called "market value" method
has been favored. This method calls initially for each participating fund to be
assigned shares or units in the pool in proportion to the current market value
of the assets put into the pool. Thereafter new entering funds acquire shares
at the rate determined by valuing all assets in the pool at market or fair value
and dividing by the total number of shares outstanding prior to the entry of the
new funds. Similarly existing funds would be credited with the current market
or fair value of the shares withdrawn. While this method of calculating is
used to determine how individual funds participate in pool transactions, it
does not change the basic practice of recording investments at cost and gains
and losses only when realized.
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Quite recently there has been an increasing interest on the part of college
and university governing boards in the so-called "total return" concept
which couples together ordinary income and capital gains. Even so, such
institutions consider only a portion of realized gains as being available
for expenditure. No instance has been noted by this Committee of any college
having reduced its expendable income from investments because of realized
losses.

Special Circumstances

The following special circumstances are considered important in considering
the appropriate methods to be used in accounting for investments in equity
securities held by colleges and universities:

1.

2.

As nonprofit organizations, these institutions:

a.

Are spending institutions rather than income producing
enterprises .

b.

Do not have any stockholders equity.

c.

Do not equate net income with successful management.

d.

Do not attempt to determine net income in the generally
accepted sense of the term as applied to business
enterprises.

Colleges and universities, as such:

a.

Are long lived institutions, operating in an environment
of long-range goals and objectives.

b.

Are not subject to income tax under most circumstances.

c.

Depend upon investment income only partially to finance
their activities.

d.

Invest in a wide variety of types of investments, of
which equity securities are only a part.

Consensus of this Committee
The consensus of this Committee at this time is as follows with respect to
colleges and universities:

1.

Accounting for investments in equity securities should be the
same as that employed for all other institutional investments.
While cost is favored and generally accepted, current market
or fair values should be permitted, provided that all investments
are so accounted for. If market fluctuations are recorded, they
should be recorded in the fund in which the investment is held,
in the same manner as realized gains and losses. The basis of
reporting should be disclosed.

384

Mr. Richard C. Lytle
May 13, 1971

2.

The general financial statements should be accompanied by
notes or supporting schedules setting forth the total
performance of the investment portfolio based on cost and
market. Current financial statements generally do not provide
such information.
Imposition of such a disclosure requirement
would provide more genuinely useful information about
investment performance than would the mere recording of current
period market fluctuations.

3.

Further study of the usefulness and effects of alternative
accounting treatments should be undertaken, particularly in
the light of recent innovations in investment management
techniques and changing institutional policies.

It should be noted that while two members of this Committee disagreed with the
recommendation set forth in paragraph 1. above, feeling that equity securities
should be accounted for at market even though other investments are carried at
cost, they agreed that the disclosure requirements mentioned in paragraph 2.
above would achieve the same objectives.

Daniel D. Robinson
DDR: MT
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International Telephone and
Telegraph Corporation
World Headquarters

H.C. Knortz
Senior Vice President and Comptroller

320 Park Avenue
New York, N. Y. 10022
Telephone (212) 752-6000

May 5, 1971

Accounting Principles Board Committee
on Marketable Securities
AICPA
666 Fifth Avenue
New York, N. Y. 10019

Dear Sirs:
In connection with the Public Hearing on Accounting for

Investments in Equity Securities scheduled for May 25-26, 1971,
you may find the attached comments to be of interest to you in

your consideration of this professional matter.

attachment
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INVESTMENTS IN EQUITY SECURITIES

The appropriate measurement of economic values and the change in those
values from time to time represents the principal objective of financial
reporting.
Since the measurements are reflections of economic truth as
at the dates indicated in the financial statements, it is ridiculous to
present such valuations in terms of historic cost values.
The following
comments, therefore, represent a support for the general principal of
recognizing economic values for portfolio securities.
They recognize,
however, the existence of many difficulties concerning the application of
this principle to the various facets of business.

MARKETABLE SECURITIES
It appears necessary to make a distinction in concept between the various
classes of marketable securities that are held by corporate owners. The
following distinctions appear significant and, in some cases, they have
already been dealt with in the official literature.
a)

Controlled Subsidiaries - Controlled subsidiaries have been
effectively dealt with on a consolidated basis for some years
and there appears to be an increasing acceptance of the fact
that all investments involving a more than 50% controlling
interest are to be handled on a consolidated basis (unless they
meet the special criteria applicable to finance-type subsidiaries).

b)

Influentially Owned Subsidiaries - The recent APB bulletins
have defined a class of holdings represented by investments having
an influential voice in management affairs, but a voice which is
less than that applicable to a controlling interest.
These in
vestments, which generally involve a stockholding of 20% to 50%,
have been dealt with under the subject of Equity Accounting.

c)

Portfolio Operations - Many corporations are required, by the
nature oftheir business, to operate sizeable investment port
folios.
These portfolio investments are in a sense related to
the American Express checks, trading stamps, insurance policies,
etc., which are the fundamental aspects of the business con
cerned.
In a very true sense they are working assets.

d)

Operational Investments - Many companies have found it desirable
to invest to a less than influential degree in securities having
a basic bearing on customer, landlord or supplier interests.
Although these investments are inherently marketable, they are
expected to be held over a long period of time because of the
specific business relationships involved.

e)

Cash Utilizing Investments - Companies accumulate from time to
time reserve supplies of working cash. To appropriately employ
these excess funds, pending more permanent investments, it is
often customary to invest the item in one or more portfolio
securities.
This investment is intended as a cash utilization

and is not inherently related to the risks or obligations of the
basic operations.
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In general, marketable securities are represented by debt instruments or
by equity investments. Although these debt instruments are usually held
until maturity date, they do not fundamentally appear to serve basically
different economic purposes than equity securities and they are subject
to being traded and do have quoted market prices. They differ from equity
securities principally because they have a fixed maturity and a stated
interest rate.
BASIC DIFFICULTY
Although there appears to be a commonality of condition between bond and
stock investments (particularly when conversion rights exist), the pro
posed draft carefully isolates bonded indebtedness from its considerations.
It is, therefore, assumed that bonds will continue to be carried at
amortized cost. This is a treatment which recognizes the fact that bonds
are to be held until maturity and applies an appropriate discounting so
as to give effect to the yield values inherent in the bond.
I am informed
that the present draft excludes bonded indebtedness from its purview on the
grounds that many banks and life insurance companies, whose principal assets
are held in terms of bonds, would be seriously impacted -- perhaps even
bankrupt -- if the listed market values were employed for financial reporting.
Is economic reality identifiable in terms of liquidation prices?
It is quite obvious that most of these banks and insurance companies are
actually viable business operations.
Consequently, one may properly decide
that their securities should be represented in terms of the on-going economic
value as opposed to the quoted market value.
By reference to the criteria
which were quoted at the beginning of this paper, it will be seen that
economic values are those which are to take precedence and it is, therefore,
suggested that quoted market values are usable only when they serve as a
valid indicator of economic worth and not when they merely record the transfer
price of a specific lot.
ACCOUNTING PROBLEM

In any event, there appears to be relatively little controversy about the in
dication in the balance sheet of values which are economically related to the
current worth of portfolio-type investments of the categories represented in
security classifications c, d and e above. The accounting problem which is
proving so vexatious is the assignment of changes in those valuations which
take place throughout the period either through action of the market (i. e. appreciation) or as a result of security dispositions (i. e. - realization).
A large part of the following commentary deals with this aspect of financial
reporting.

It should, of course, be noted that securities which are held under categories
a) and b) are to be handled under the dictates of the existing bulletins con
cerning consolidated subsidiaries and equity investments. For the moment, it
is sufficient to note that under each of these treatments the income state
ment benefits or suffers from the activities of the companies acquired from
the date of acquisition to the date of reporting.
It is, therefore, inconsistent
to argue that other investments should be reported at a static acquisition cost.
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MASSIVE EFFECTS

The recognition of quoted values in published income statements would be
more readily accepted if the related changes could be identified as re
flections of the basic merit of the investments or of the operating acumen
of the managements concerned.
In the case of listed securities, however,
large swings in reportable value occur because of emotions in the market
place which have nothing to do with investment merit or the risks being
borne by the corporation. In many situations the market vicissitudes prove
to be temporary and are subsequently reversed. Managements do not wish
to be held accountable for these short term swings nor do they favor
accounting approaches that would precipitate movements between the debt
and equity elements of portfolios.
Many contend, therefore, that short-lived variations should not be given
recognition in the operating statements. This concept would be acceptable
if the amounts involved were relatively insignificant and not indicative
of operating effectiveness, as might be the case in connection with
securities held as a temporary employment of cash. However, it would be
unwise to ignore the incrementing economic values that occur from the
operations of significant portfolios. Undeniably, this increment should be
recognized in the operating reports, but it is not so certain that the re
porting should be subjected to the vicissitudes of an uncontrolled market
place.
This is particularly true when we recognize that temporary swings
in a large portfolio might appear to completely eradicate the profitable
operations of a substantial operating entity or, conversely, might complete
ly obscure the fact that the fundamental operations of a unit were suffering
from economic difficulties.
It would appear essential that some technical
accommodation be made which will avoid transitory fluctuations in value
while giving a proper representation to the long-term value increments.

PORTFOLIO MANAGEMENT
It must be recognized that the operation of a major portfolio involves
activities of several different natures. These activities, however, are
intertwined and, in some cases, a decision in one area automatically forces
a reciprocal action in the other area. To be explicit, one may consider the
operations of a major casualty insurance company.
Such a company will incur
very sizeable expenses related to the activity of the investment department.
To some extent these expenses are related to the administration of the port
folio investments from the viewpoint of maximizing the dividend and interest
income which can be made available. It is traditional to offset these ex
penses with the investment income and to include both elements under a
category called "net investment income" -- a so-called operating item. On
the other hand, the largest part of the time spend in an investment depart
ment in an insurance company is concerned with decisions as to whether to
buy or sell particular securities at a given time. The profits resulting
from these security dispositions, however, have normally been brought forth
in the operating statement as realized without an equivalent allocation of
investment department expense. The profit is often referred to as "non
operating" even though it is inherent to the successful operation of the
enterprise and a fundamental part of the business.
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Moreover, it must be kept in mind that the "rate-making commissions" in
many states determine the allowable insurance rates after a consideration
of the investment income and the investment gains. Thus, to a significant
degree, the turnover in the portfolio is related to the investment income,
to the insurance premium revenue and to the desirability of holding debt
or equity instruments at any given moment.
In view of the "intertwined"
relationships, it would appear essential that the gains or losses involved
in security valuations should be given recognition in the income statement.

The effect of the related transactions should be identified as operating
when they are intrinsically related to the basic format of the business.
However, where the gains and losses are largely incidental or non-recurring,
such as is true in the case of securities held for cash utilization and
securities held for operational investments, then those gains and losses,
if material, should be recorded as non-operating items.
OPPOSING CONTENTIONS
It is contended by some professionals that the present approach to the re
cording of only realized income in the income statement is applicable to
this problem. They give a special merit to the fact that certain assets
are transferred to other holders in establishing the recognition of econ
omic increments. Despite all of the arguments concerning the need of in
forming investors on the present worth of their investments and the current
success of the managements in the custody of the asset pool, these advocates
prefer to do nothing.
In fact, they really wish to retain the opportunity to
utilize the built-up asset increments in time of need as a support to their
operating profits.

Allied to this group is another segment which finds it difficult to avoid
the recognition of the changing economic value of the assets, but is un
willing to lose its selective realization right or to submit its valuation
to the variations of the market. This group, consequently, suggests that
the unrealized increments should pass into the surplus statement or some
other form of balance sheet account, while the realized income should be re
ported in net income.
It is difficult to understand why the accounting for
economic increments should result in two disparate places in the financial
statements when they represent events of a similar nature.
If 2,000 shares
of a stock are owned and 1,000 shares sell at a profit of $500,000, should
the other 1,000 shares not also result in an economic increment in the in
come statement?
Another group of professionals chooses to suggest that the ownership of
securities has nothing to do with the operation of the business and that,
consequently, no profit of this type should flow through the income state
ment. They suggest instead that a separate statement for capital gains
should be presented.
In taking this position they ignore the fact that many
of the expenses and much of the dividend and investment income is indisputably
linking to the securities producing capital gains and losses.
In any event,
it is certain that if these security increments are separated from the basic
operations of the company, they will be unlikely to become a factor in the
financial analyst's measurement of the continuous earning power of the en
terprise. This has already been demonstrated in current practice and it
represents an evil which can be corrected by more appropriate accounting.
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TIMING OF RECOGNITION

The most significant question to be settled appears to be that of identify
ing when recognition should be given to the gains arising from portfolio
decisions.

It is my contention that the decision "to sell" and the decision "not to sell"
have equal investment standing.
Thus, the profits accruing under either
decision should be recordable in the income statement.
However, I agree with
Paragraph 74 of APB No. 16 that economic values are not necessarily identified
by reference to the quoted stock prices. A long-range view may be ascribed to
the measurement of such economic facts.
Such a viewpoint will recognize the
discounted value of probable subsequent liquidations and, thus, it leads to
ward the "yield approaches" that are implicit in the concept of discounted
costs used in bond valuation.

The yield approach appears to be a proper integration of the long-term
nature of security operations and of the business risks which they are intended
to protect. It suggests that momentary changes in valuation are of small con
sequence unless they are realized into cash by a definitive action, but that
unrealized appreciations in value are of too great an economic importance to
ignore for accounting purposes. To accommodate these views the restated
market value can be considered as being subject to an evaluation reserve de
termined by calculations of normal growth probabilities.
Such an approach
has a sound precedent in current pension accounting.
YIELD BASIS

There are a number of ways of approaching a recognition of the long-term
incremental valuation of portfolio securities. These range from such simple
processes as a straight-line amortized schedule on a 10-year basis of defer
ment to more sophisticated approaches such as the normalized yield calculations
based on a 10-year experience. It is not the purpose of this memorandum to
discuss the mathematics involved, except to say that the mathematics appear to
adequately demonstrate that in an inflationary world the long-term stock market
effect speaks for a general appreciation in portfolio investments, and that
this long-term effect should be recognized by all financial interests concerned.
These include creditors, rate-making officials, financial analysts and business
managers.

If handled on a normalized yield basis, corporations would be prevented from
creating "manufactured profits" by selective realization of portfolio items,
and at the same time the financial analysts would be led to recognize that
security values are an important factor in the measurement of the consistent earning
power of companies having large portfolio involvements. Managements would be
analyzed not only on the basis of their specific product operation but also on
their acumen in managing the financial assets entrusted to their care.
Through
simplified footnotes, adequate disclosure could be made of the original costs
of securities and of the deferred market value increments being held in the
balance sheet. Violent valuation swings would be realistically minimized by
verifiable calculations.
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CONCLUSION
In summary, it may be stated that there is a growing trend in financial prac
tice toward recognizing economic valuations rather than historic costs.
It
is important to insure that the attempted recognition of these values does not
unwarrantedly embarrass effective operating entities nor produce results which
will have distorting effects in borrowing indentures, dividend restrictions,
rate-making considerations, tax assessments or general investment evaluation.
The acceptance of an unrealized yield would appear to be an appropriate method
for avoiding catastrophic swings, while progressively recognizing true long
term increments in economic values. The recognition of such income on a yield
basis would tend to equate the valuation of portfolio-type investments with the
current value changes which are currently being acknowledged for investments
in controlled and influenced subsidiaries, while being conceptually reconcil
able to the discounted cost theory of current bond practice. As identified,
the "yield" valuation theory can logically accommodate portfolio, operational
and incidental cash investments. It appears to offer few mechanical or
verification problems.
I recommend it to the consideration of all appropriate
professional committees.
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ADDENDUM COMMENTS
RELATED TO BACKGROUND INFORMATION RELEASED BY AICPA
ON MARCH 17, 1971

Opportunity to submit paper is appreciated.

Par 1

Market value is an improper objective.

2

Economic value is the goal.

Accounting treatment should not force companies to incur the cash
flow consequence of taxation in order to reflect economic gains or
losses.

5

Resolution of the equity security problem must be consistent with
the basis of bond handling or market shifts will result. Techniques
can vary but the concept must be uniform.

6

Regulation does not establish propriety as a fiat act but in some
cases regulatory considerations have located basic relationships
which should not be ignored. Economic realism is the fundamental
test.

8

Disclosure is useful but it is no substitute for giving true accounting
effect in the fundamental statements.

9

Failure to recognize losses in value should not be considered unless
the temporary nature is clearly demonstrable.

10

Dividend accounting is clearly involved with share value accounting
and cannot be set aside even though no change is suggested.

11

"Normally recognized" refers to accounting reports.
world tends to accept the facts of value.

12

Stewardship and going concern concepts do not obviate the need for
accountability. A legal transfer does not create value.
The balance
sheet as a statement of financial condition should not deteriorate to
become a list of "residual amounts".

13a

A limited and probably erroneous view.

The rest of the

b

Why does one have to lose an asset to recognize its worth?

c

Useful idea but not necessarily a final requirement.

d

Conservatism is a lie from the viewpoint of either a buyer or a seller.
It is an evil not a virtue.

e

Accounting is the record of changing circumstances.
net effect?

Why wait for a
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f

This is untrue, the expense of developing value goes on regularly.
It is not merely the acquisition costs but also the cost of
opportunities foregone. Review economic theory.

g

This is a view which is inconsistent with Equity accounting or
Consolidation Theory.

14a

Agreed - except that economic values are the goal.

b

Agreed - the unwary investor

can be mislead.

c

Agreed - also mistates insurable values, acquisition values, etc.

d

Agreed - but many management decisions result in the timing of
expenses and profits. Why get excited about this one type?

e

Agreed - moreover movement triggers tax and thus unnecessary cash
flow.

f

Agreed - seek reality with economic consistency.

g

Agreed - but I'm not shocked.
Get to economics at a more basic level.

15

Market values are ephemeral.

16

Avoid tyranny of the stock page. Reflect quoted values in the balance
sheet but use a valuation reserve to reflect unamortized long term
yield.

Yes.
17

Do deferred tax accounting.

Agreed in general with par b.

Why should unrealized amounts remain in the balance sheet if they
represent economic value increments? An increment is an evidence
of earning power and must go through the P&L. No secondary present
ation will cause analysts to give the increment a fair weight.
18

Agreed

19

Agreed

20

The yield basis permits a verifiable income figure. The stock pages
provide a usable base point. Investment confirmations can supplement
where needed.

21

Net income occurs in the period when values change not when they are
transferred.

22a

Erratic market changes are not necessary to a concept of economic value.

22b

Failure to realize available income is a fact that should be reported.
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Note:

23

Basically, these facts appear to have predominant weight.

24a

The recognition of a normal yield is the identification of the true
on-going income.
It is not a normalization of truly variable factors.
Market valuation is a liquidation concept.

24b

Why is this different from a depreciation change that is denied
later by a gain on disposition?

24c

Full description and disclosure is possible.

25

The denial of good current accounting of economic increments weakens
managerial appraisal.

26

Realized and unrealized increments concern the same growth and should
have equal recognition.

27

Dividend income and liquidation gains are derived from the same
managerial decision. They are both distributions of investment
values and equally representative of portfolio operations.

28

All surplus should arise by passage from the income statement except
for the company's capital stock transactions.

Useful tests are feasible.

Consistency of general approach and concept can provide a foundation for
the development of theory. Specialized rules tend to destroy acceptance
as the logical premises are eroded.
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STATEMENT OF
ALLSTATE INSURANCE COMPANIES

Accounting for Marketable Securities

To:

The Accounting Principles Board of the
American Institute of Certified Public Accountants

Preamble
We believe that there may be differences in applicable accounting

principles for marketable securities for insurance companies as opposed

to other industries, depending on the business purpose of the investments
and the make-up of the portfolio.

We intend to limit our comments to the

accounting principles we believe applicable to insurance companies and
related holding companies.

We intend further to limit our remarks to

equity securities.

Allstate’s Position
1.

Net income of an insurance company should reflect the actual

results of both underwriting and investment operations.
2.

Actual results of investment operations should include dividend
and interest income and realized gain or loss on disposition of
investments.

3.

Changes in unrealized gains and losses are not results of

operations, but are hypothetical "what if" projections and
as such should be excluded from net income.
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Differences between "Realized" and "Unrealized" Gains and Losses
and need for Different Accounting Principles
There is no argument that the decision to "realize" or "not to realize"

is a management decision.

The consequences of the decision are much more

than an arbitrary "timing difference".
1.

The decision to sell or "realize" a gain or loss on a security

investment finalizes the business or economic impact of

investing in the security.

The gain or loss is specifically

determined and obtained; ancillary dividend or interest income

ceases.

There can be no further income, expense, gain or loss

related to the security disposed of;

2.

The decision not to sell or "realize" has consequences far
beyond "postponing" a specified gain or loss.

Management

assumes (or continues) the risk of further fluctuations in
ultimate realizable values.

In the case of an unrealized

gain management has additional funds to employ to the extent
of the applicable deferred income tax (the converse being true

with respect to unrealized losses).
Since the decision choice can (and generally will) have different ultimate

consequences there is no basis for according them the same accounting treatment

at a point in time.
We also believe that those who propose reporting realized and change in

unrealized (whether on an incurred or formula averaging basis) as a component
of net income are combining factual results with hypothetical assumptions.

Unrealized is not synonymous with realized or realizable.

Unrealized gains on
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equity securities are generally predicated on quoted markets.

The validity of

quoted market as a value for unrealized gain (loss) and the inclusion of such
as a result of operations can be seriously challenged:
1.

There is a presumption that the portfolio could have been

liquidated to obtain quoted market values at a point in

time.

A sizeable investment portfolio can not be liquidated

at a point in time, and a forced liquidation could (and in

all likelihood would) have a depressing effect on the market
prices and the ultimate yield.

2.

There is a presumption that the quoted market price at a point
in time and the related change in unrealized over a period of

time indicates a permanent value or permanent trend in value.

This just isn’t so, as evidenced by stock performance over the
past 10 years with particular emphasis on the past few years.

3.

There is a presumption that management would liquidate its
portfolio to realize quoted market values.

Although management

in many instances may wish to realize certain gains or losses,

the need for a balanced portfolio and the availability of new or
substitute securities precludes, on a going concern basis, arbitrary
liquidation of the entire portfolio.

We believe that the stock market is simply too skittish and unreliable
a measure to use in determining a significant proportion of periodic net
income of a business enterprise.

The stock market, and therefore equity

security valuation, is greatly influenced by political considerations (as well
as the economic situation), including governmental fiscal policy, inflationary
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or deflationary monetary policies, international balance of payment policies,

and Federal Reserve Board and Legislative actions.
We believe that recognition of unrealized gains or losses as an element

of net income is inconsistent with generally accepted accounting principles:
1.

To defer all profits until realized; unrealized gains are not

synonymous with realized or realizable;

2.

Inconsistent with accounting for gains or losses on other assets.
While it is true that GAAP calls for advanced recognition of

some losses, such losses are only anticipated where there is a
permanent diminution in value.

Accounting for gains and losses in inventories provides a good analogy.
Although GAAP provides that inventories are to be accounted for at the "lower

of cost or market", cost is considered proper in each of the following fact
situations:

1.

Inventories where there is a present sales demand at prices

in excess of cost, selling and shipping expenses;
2.

Pre-produced seasonal product inventories where, if liquidation

were required at a current date, costs could not be realized.
We believe the "cost" accounting basis for valuing inventories in the

above fact situations makes considerable sense; why not apply the same logic

to accounting for unrealized gains and losses on security investments.

While there

are known instances where inventories and other assets are carried in the accounts
at other than historic cost values with attendant recognition of unrealized
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gain and loss, the circumstances are not analogous to marketable securities of
an insurance company:
1.

Meat packing - inventories are reflected at market because

it is not practical to determine cost; also such inventories

by nature are to be liquidated on a short-term basis.

Analogy

not applicable to marketable securities since cost can be readily
identified and management need not liquidate on short-term basis;

2.

Precious metals - valued at market beca
use there are factors which

tend to stabilize or control values.

Analogy not applicable to

marketable securities because there are no stabilization or control
factors governing quoted market values beyond a point in time;

3.

Construction contracts - Profit recognized on installment method pro rata portion of ultimate profits are picked up at measurable

stages of completion.

Practice is permissible where ultimate

sales price and/or profit margin is readily determinable.

Analogy

is not applicable to investments inasmuch as the ultimate sales

price at a future date of realization is not known.

4.

Mutual Fund, Common Trust Fund, and Employe Profit Sharing Funds participants' entry costs and exit proceeds are based on market
values including unrealized gains or losses.

This is a practical

expedient for determining entry cost and exit proceeds short of
liquidating the funds at each point.

The expediency factor is

not applicable to an insurance company investment portfolio, accordingly

the accounting logic does not follow.
Again, we believe that the general principle of accounting for assets at the

lower of unrecovered cost or market (where market represents permanent diminution
in value) is a sound accounting principle applicable to marketable securities as
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well as other assets.

We believe that the proposed "out of context” recognition

of unrealized gains and losses is due to misconceptions as to:
1.

Relevance of quoted market values in terms of realizable

values as previously discussed;
2.

Appearance that insurance companies consider quoted market

values as "real” values by stating equity securities at
market in their balance sheets.
Reporting equity securities at market values is a regulatory requirement.

This reporting practice is consistent with other regulatory accounting practices
which are directed toward present liquidation values in the interest of pro

tecting the policyholders.

As has been argued by the AICPA, statutory accounting

principles and reporting practices may not in some respects present meaningful
results or financial position to a stockholder on a going concern basis.

Consistent with the APB's objectives, we believe unrealized gains or losses

are a speculative point of interest to the reader of the statements, but not an
obtained nor necessarily an obtainable result of operations.
Finally, we believe any attempt to introduce unrealized gains (on an

incurred or formula averaging basis) into the statement of operations will

significantly distort net operating results and will confuse and may well

mislead all but the most sop
histicated reader.

Exhibits are attached which

reflect the aberrations in net operating results when changes in unrealized

gains and losses are introduced into the statement of income.

The impact is

particularly misleading when the statements are issued on an interim basis.

Exhibit "A" shows the reported earnings of Allstate Insurance Companies
on an annual basis and what the income statement would have shown had the
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change in unrealized gain or loss been included.
on a quarterly basis.

Exhibit "B" shows similar data

Note the huge distortion that would be caused by the

inclusion of changes in unrealized gains or losses.

Such distortions would

likely mislead many readers and unduly affect investors’ opinions and may be

a damaging factor to the orderly functioning of the stock market.

Exhibit

"C" shows changes in unrealized gain for Allstate Insurance Companies and

Exhibit "D" shows realized and changes in unrealized gain combined.
Another factor that should be considered if unrealized gains or losses

were to be included in net income is the effect of "post balance sheet events".

Assuming that there was a significant change in market values between the
fiscal year-end and the reporting date, would the change in unrealized gain
be adjusted?

As you will note in the accompanying Exhibit "C" Allstate

Insurance Companies experienced a $112 million decrease in unrealized gain

during the year ending December 31, 1970; however, by March 31, 1971, before

the annual report of its parent, Sears, Roebuck and Co., was released there
had been an increase in unrealized gain during the subsequent three month
period aggregating $88 million.

During the first four months of 1971 the

increase in unrealized gain exceeded $112 million, the amount of the decrease
during the year 1970.

We believe this illustration serves not only to prove

the misleading effect of including change in unrealized gains in operating
results, but also to point up the irrelevance of market values at points in

time as meaningful values.

*

*

*

*
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Summary
Investment results are an integral part of the operating results of an
insurance company.
ment results.

Realized gains may be a significant part of these invest

Unrealized gains and losses, however, are at best temporary

indices of value.

Insurance companies are required by regulatory accounting practices to
record equity securities at market value in their statements of financial

position, but this does not justify recording the change in the unrealized

market values in the income statement of the company.

Recognition of unrealized gains and losses is inconsistent with generally

accepted accounting principles applicable to assets generally.

Based on both practical and conceptual considerations, we believe that
including changes in unrealized gains/losses in operating results of an
insurance company is not consistent with generally accepted accounting

principles nor will it lead to meaningful reporting to readers of the financial

statements.

May 6, 1971

Exhibit A
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ALLSTATE INSURANCE COMPANIES

(000 Omitted)

Net Income and
Realized Gains
as Reported
$

Change
In Unrealized
Gain on
Stocks
$

Income Tax
On Change
In Unrealized Gain
$

Pro-Forma
Combined
$

1960

39,904

8,344

2,086

46,162

1961

49,718

46,593

11,648

84,663

1962

48,365

(60,240)

(15,060)

1963

. 50,909

23,561

5,890

68,580

1964

51,209

6,568

1,642

56,135

1965

52,261

44,251

11,063

85,449

1966

73,944

(48,056)

(12,014)

37,902

1967

85,170

140,988

35,247

190,911

1968

89,64o

54,007

14,852

128,795

1969

91,309

(109,849)

(30,208)

11,668

1970

95,413

(112,576)

(32,309)

15,146

OBSERVATION:

The inclusion in the Statement of Income of the net change in
Unrealized Gains/Losses would have caused the annual income to
fluctuate widely and unrealistically.

3,185
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Supplement to Exhibit A

SUPPLEMENT TO STATEMENT OF
ALLSTATE INSURANCE COMPANIES
ACCOUNTING FOR MARKETABLE SECURITIES

000 Omitted

Net Income and
Realized Gains
as Reported
$

Realized Gains,
after Income Taxes
Included in Total
$

I960

39,904

5,296

1961

49,718

15,226

1962

98,365

10,879

1963

50,909

13,919

1964

51,209

14,028

1965

52,261

10,550

1966

73,999

10,181

1967

85,170

13,299

1968

89,640

17,681

1969

91,309

32,602

1970

95,913

12,680
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ALLSTATE INSURANCE COMPANIES

Net Income and
Realized Gains
as Reported
$

(000 Omitted)

Change
In Unrealized
Gain on
Stocks
$

Income Tax
On Change
In Unrealized Gain
$

Pro-Forma
Combined
$

1968

First Quarter

24,553

(61,922)

(17,029)

(20,340)

Second Quarter

22,040

76,061

20,917

77,184

Third Quarter

20,572

11,275

3,101

28,746

Fourth Quarter

22,475

28,593

7,863

43,205

First Quarter

23,952

(32,993)

(9,073)

Second Quarter

24,188

(50,275)

(13,826)

(12,261)

Third Quarter

18,344

(23,820)

(6,550)

1,074

Fourth Quarter

24,825

(2,761)

(759)

22,823

First Quarter

23,586

(81,366)

(23,352)

(34,428)

Second Quarter

28,093

(180,047)

(51,673)

(100,281)

Third Quarter

18,419

103,142

29,602

91,059

Fourth Quarter

25,315

45,695

13,114

57,896

First Quarter

25,587

88,192

26,458

87,321

1969

32

1970

1971

OBSERVATION:

The inclusion in the Statement of Income of the net change in
Unrealized Gains/Losses would have caused the interim-period
income to fluctuate widely and most unrealistically.

Exhibit C
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ALLSTATE INSURANCE COMPANIES

CHANGE IN UNREALIZED GAIN — PRE-TAX

(000 Omitted.)

Quarterly
Changes

1959
i960
1961
1962
1963
1964
1965
1966
1967

1968
1968
1968
1968

-

1
2
3
4

(61,922)
76,061
11,275
28,593

1969
1969
1969
1969

-

1
2
3
4

(32,993)
(50,275)
(23,820)
(2,761)

1970
1970
1970
1970

-

1
2
3
4

(81,366)
(180,047)
103,192
45,695

1971 - 1

88,192

Annual
Changes

Cumulative
$

8,344
96,593
(60,240)
23,561
6,568
44,251
(48,056)
140,988

57,228
65,572
112,165
51,925
75,486
82,054
126,305
78,249
219,237

59,007

157,315
233,376
299,651
273,299

(109,899)

290,251
189,976
166,156
163,395

(112,576)

82,029
(98,018)
5,129
50,819

139,011

Exhibit D
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ALLSTATE INSURANCE COMPANIES

REALIZED AND CHANGES IN UNREALIZED GAIN — PRE-TAX

(000 Omitted)

Quarterly
Changes
$

1959
i960
1961
1962
1963
1964
1965
1966
1967

1968
1968
1968
1968

-

1
2
3
4

(49,225)
79,687
12,772
34,273

1969
1969
1969
1969

-

1
2
3
4

(18,643)
(42,827)
(11,643)
7,171

1970
1970
1970
1970

-

1
2
3
4

(66,187)
(174,209)
97,212
48,371

1971 - 1

93,657

Annual
Changes

Cumulative
$

13,703
63,049
(48,560)
40,570
25,039
58,321
(34,935)
158,158

57,228
70,931
133,980
85,420
125,990
151,029
209,350
174,415
332,573

77,507

283,348
363,035
375,807
410,080

(65,942)

391,437
348,610
336,967
344,138

(94,813)

277,951
103,742
200,954
249,325

342,982
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ACCOUNTING FOR INVESTMENTS IN EQUITY SECURITIES

OTHER THAN BY THE EQUITY METHOD

PURPOSE OF STUDY

The prospectus issued in March,

1971,

by the Committee

on Accounting for Marketable Securities of the Accounting
Principles Board,

very ably and objectively set forth the

reasons for studying Accounting for Investments in Equity
Securities as part of its program to determine proper practices

and narrow the areas of difference and inconsistency in practice.

This prospectus is explicit in that the study pertains to only
equity securities - corporate stocks and the rights to acquire

corporate stocks,

such as warrants.

Parenthetically,

the

following comments are responsive to the purposes of the study
and do not apply to investments in securities with fixed maturities.

DEFINING THE PROBLEM

Accounting for equity securities encompasses more than
the normal amount of problems associated with many major segments

of asset accounting.
depends,

The degree of importance of this problem

to a great extent,

on the value of securities owned and

the nature and intent of ownership.

The reasons for owning equity

securities vary significantly from industry to industry and from
company to company within an industry, which poses the problem of

whether all companies should follow a single general practice,
is there justification for special practices?

or
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Putting the problem in focus,

the key issues to be

resolved in accounting for equity securities are as follows:

1.

How should equity securities be valued in the
balance sheet?

2.

How should realized gains and losses be reported
in the income statement?

3.

What accounting recognition,

if any,

should be given

to unrealized gains or losses on equity securities:
a)

In the income statement?

b)

Appropriately disclosed elsewhere than in the
income statement?

4.

If unrealized gains or losses on equity securities
are to be included in the income statement, how would
this be accomplished?

SOLUTION TO PROBLEM

After carefully reviewing and considering the problem
and issues,

the recommended accounting treatment for investments

in equity securities that will achieve the objective to "narrow
the areas of difference and inconsistency in practice", yet

achieve the reporting of current market value of investments in
equity securities in the balance sheet and adhering to sound
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accounting principles in reporting income with the minimum
disruption to the varying practices of today,

1.

is as follows:

Present investments in equity securities in the

balance sheet at market value, with cost shown
parenthetically.

2.

Report realized gains and losses in the income
statement on a current basis.

3.

Present changes in market value, unrealized ap

preciation or depreciation, net of deferred income
taxes,

as a charge or credit in a separate account

in the shareholders'

equity section of the balance

sheet.

4.

Do not include in income unrealized gains and losses,

but adequately disclose the amounts in the financial
statements.

SUPPORTING REASONS

In support of the recommended method described above,

pertinent reasons are as follows:

Reasons for Recommendation No.

1.1

1:

Market value is the fair value, which is verifiable
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and a readily understood term that can be applied

with relative ease.

1.2

Eliminates the anomaly of measuring identical and
interchangeable securities at varying values, merely

because they were acquired at different prices.

1.3

Provides information for making calculations of
return on investment that are comparable to calcu

lations of return on alternative investment

opportunities.

1.4

Presents useful information on the amount of cash

(less applicable taxes),

that could be received from

the sale of the securities,

and that is available

to meet the objective for which securities were

acquired,

1.5

or for alternative investment.

Permits improved net worth or book value per share

computations.

Reasons for Recommendation No.

2.1

2:

Reports only the gains or losses that have been
realized in cash, or its equivalent,
pleted transaction.

Study #7),

states:

AICPA

due to a com

(Accounting Research

"The usefulness of an investment
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will be measured by the dividends and interest
received over the life of the investment and the
gains or losses when the security is sold."

2.2

Net income is a source of funds, and the practice

of recording only realized gains in the income

statement is consistent with that principle,

in

that it reports realized gains concurrently with the

generation of funds.

2.3

A sales transaction is real, objective and creates
economic effects through the tax law,

as well as

through the alternative use of the proceeds.

Reasons for Recommendation No.

3.1

3:

Classifies and clearly identifies yearly,

and on a

cumulative basis,

the changes in market value of

equity securities

(unrealized appreciation or de

preciation) .

3.2

A statement,

analyzing shareholders'

equity, will

provide full and fair disclosure.

Reasons for Recommendation No.

4.1

4:

The Inventory of Generally Accepted Accounting
Principles for Business Enterprises,

issued by the
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AICPA

(Accounting Research Study #7) ,

Principle A-l:

states as

revenue and income should

"Sales,

not be anticipated .....

unrealized profit should

not be credited to the income account .....
directly or indirectly

.....

either

profit is deemed to be

realized when a sale in the ordinary course of

business is effected

..... To recognize unrealized

appreciation on equity securities in the income state
ment prior to sale is in direct conflict with this

basic principle.

4.2

With investments in equity securities being valued

at market in the balance sheet,

current changes in

unrealized appreciation will be disclosed in a

separate statement, which will be of information

to shareholders,

investors and financial analysts.

AMERICAN EXPRESS COMPANY COMPARISON AND COMMENTS

American Express Company has followed the practice
of including realized gains and losses on investment securities

in the Statement of Income.

A tabulation that compares the

actual net income as reported

(adjusted for poolings of in

terest and before extraordinary items),

for the past ten
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years,

1961 to 1970, with hypothetical income is presented

below:

AMERICAN EXPRESS COMPANY
CONSOLIDATED NET INCOME REPORTED
*
VS. HYPOTHETICAL NET INCOME
*
1961-1970

HYPOTHETICAL
Net Income
*

Including Realized

Yearly
Flow Through (Current)

Year

Net
Income
*
Reported

1961

$ 22,428,000

1962

33,162,000

1963

Amount

Over
(Under)
Net Income
Reported

and Unrealized Gains and Losses

5-Year
Average_______

Amount

Over
(Under)
Net Income
Reported
71.1%

10-Year
______ Average_______

Amount
$ 35,632,000

Over
(Under)
Net Income
Reported
58.8%

244.6%

$ 38,399,000

(1,137,000)

(103.4)

44,148,000

33.1

39,183,000

18.2

35,295,000

48,384,000

37.1

36,052,000

2.1

36,795,000

4.2

1964

24,345,000

51,560,000

111.8

41,179,000

69.1

37,133,000

52.5

1965

32,336,000

39,276,000

21.5

42,400,000

31.1

36,343,000

12.3

1966

52,654,000

17,019,000

(67.7)

51,332,000

(2.5)

59,720,000

13.4

1967

54,348,000

97,652,000

79.7

71,383,000

31.3

71,539,000

31.6

1968

63,766,000

143,118,000

124.4

79,765,000

25.1

71,732,000

12.5

1969

74,485,000

14,195,000

(80.9)

74,476,000

-

75,925,000

1.9

1970

85.223.000

40.U7.000

(52.9)

78.825.000

(7.5)

86.423.000

_ 1.4

TOTAL

(*)

$ 77,293,000

$527,477,000

Adjusted for pooling of interests
and before extraordinary items.

$557.959.000
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Hypothetical net income for the ten-year period,
1961-1970,

exceeds net income as reported

(adjusted for

poolings of interest and before extraordinary items),

de

veloped using the different methods identified, as follows:

Excess over Reported Income*
Method

Amount

Yearly Flow Thru

(Current)

$49,435,000

Percent

10.3%

5 Year Average

79,917,000

16.7

10 Year Average

72,383,000

15.1

*Adjusted for poolings of interests

and before extraordinary items.

A comparison of yearly net income reported utilizing
both the five-year and ten-year average methods indicates wide
ranges of income and this is particularly emphasized using the
Yearly Flow Thru

(Current) method.

The latter fluctuates

erratically, due to wide swings in the market prices of securities.

When utilizing financial statements to evaluate the investment
performance of management,

year-to-year basis,
the years 1961,
Thru

(Current)

the Company had outstanding performance for

1964,and 1968.
method,

in excess of 244%.

In 1961, using the Yearly Flow

income would increase by $54,865,000 or

In 1964 the increase would be $27,215,000

or approximately 112%.

or 124%.

this method would imply that on a

In 1968 the increase would be $79,352,000

For the years 1962, 1966,

1.969 and 1970,

the use of
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this method would give the impression that the Company’s per
formance was a failure.
$34,299,000,

1962 income would decrease by

resulting in a net loss of $1,137,000;

show a decrease of $35,635,000 or approximately 68%;

decrease of $60,290,000 or 81%;
decrease of $45,106,000 or 53%.

1966 would

a

1969,

and 1970 would result in a

As is evident from the

tabulation, seven out of the ten years show dramatic changes
by utilizing the Yearly Flow Thru

(Current) method.

Obviously,

this method has major deficiencies for measuring income.

The

results from this method could be even more volatile when re
porting quarterly income.

The adoption of an "average,

formula, yield" method

for determining the amount of realized and unrealized gains and

losses would virtually obscure the significant details of current
performance and operations of investment management.

If the additional hypothetical income resulting from

the Yearly Flow Thru

(Current) method, which amounted to

$49,435,000 and $72,383,000 for the "average,

formula, yield"

method covering the ten years ending 1970, had been included in

the Income Statement and Statement of Retained Earnings,

a divi

dend payout on this amount might be expected by the shareholders,
even though no funds were generated by this type of "income".

Also the possibility of paying income taxes on this hypothetical
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additional income is concerning.

Moreover, the problem is

again compounded by the lack of generated cash.

ALTERNATIVES AND PROBLEMS

As noted before,

the so-called "average,

one of the alternative methods is

formula, yield" technique, which re

flects in the income statement realized and unrealized gains

and losses averaged over a five or ten year period.

This

method is more attractive in name than in substance for the

following reasons:

1.

The current period results are obscured through
the co-mingling with prior years'

2.

averages.

Current investment portfolio management performance
is diffused.

3.

There is a stigma attached to the "equalization"
of earnings.

4.

There is an inconsistency of not also averaging
dividends from equity securities.

5.

The "average,

formula, yield" method strongly sug

gests that if unrealized gains are valid for the

income statement,

then they are equally valid for

taxable income reporting.
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6.

The inclusion of unrealized gains and losses in
the income statement deviates from the completed

transaction principle and confuses asset value

changes with income.

7.

The problem of explaining to shareholders when
actual earnings from realized and unrealized gains
are less than the gains as determined under the

"average,

formula,

yield" method.

which are unrealized,

Such gains,

can put pressure on demands

for dividend increases, which,

in turn,

can be

further aggravated by the absence of cash.

MANAGEMENT OF EARNINGS

The major challenge to the present general practice

of accounting for equity securities is that management can in
fluence the level of earnings.
earnings.

Hopefully,

Management decisions do affect

such decisions have near-term and long

term benefits for the shareholder.
of managing earnings

To accuse an organization

(which is a management responsibility),

merely because it has an investment portfolio is a misleading
and misunderstood criticism.

There are several other areas

that are susceptible to the management of earnings and to

assume that an accounting procedure will preclude management
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from influencing earnings falls short of being realistic.
Examples exist where management decisions have been made to
reduce research or maintenance expenditure budgets in order

to increase near-term earnings that resulted in long-term
penalties,

such as the absence of new products or failure

to be cost competitive, which would adversely influence
earnings.

To the extent that the management of earnings

charge is valid,

it can only be applied to the opportunistic

organization whose identity is generally conspicious.

This

is not a problem with the organization that has had an invest
ment portfolio for a sustained period of time and has established
a "track record" that is well known and understood by its share
holders and the

financial community.

Disclosure of investment

performance data would inform the shareholder and potential

investor of the adequacy of management decisions.

This approach

is preferable to accounting restrictions that have a tendency
to compromise financial reporting.

CONCLUSION

The prospectus by the Committee on Accounting for

Marketable Securities concludes with three major questions, which
the Accounting Principles Board is considering,

as follows:
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1.

"Is a market value or fair value basis of accounting
for equity investments for general practice desirable

and feasible?"

2.

"If general practice shifts to a market value basis,

how should changes in market value be reported in
determining net income?"

3.

"Should all companies follow a single general practice
or do differences in circumstances justify special

practices for special circumstances?"

In assisting the Accounting Principles Board to answer

the foregoing questions,

comments and recommendations are offered

as follows:

1.

Market value accounting for equity investments is
desirable and feasible.

Market value presents the

true value of securities and thus enhances the fair
value determination in the balance sheet.

Market

value is a verifiable and readily understood term.

2.

Changes in market value should not be reported in

determining net income.

Changes in market value

are not synonymous with earnings.

Such changes

should be charged or credited directly to a separate

account in the shareholders’ equity section of the
balance sheet.
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3.

A distinction should be made as respects following
a single general practice in accounting for equity

securities

(other than by the equity method).

Re

commendations numbers 1 and 2 should apply uniformly
and consistently for all companies

(including life,

property and casualty and commercial or industrial

enterprises), except for:

Securities Brokers and Dealers
Investment Companies

Common Trust Funds
Pension Funds

Endowment Funds.
The above organizations have reviewed,
sidering the need to review,

or are con

their methods of

accounting in an effort to improve financial
reporting.

In conclusion, any change from recording income from

equity securities other than on a realized basis gives rise to
many accounting,

tax and valuation questions that have been under

discussion for a considerable length of time without the benefit

of answers or rationale that have been completely thought out,
tested and generally accepted.

There appears to be a danger

that fundamental accounting principles are being sacrificed to
solve a problem that is essentially one of financial analysis.
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Based upon the tabulation in this position paper

(Page 7) ,

it is evident that any change from the present

general practice of recording realized gains and losses will

produce erratic fluctuations of income.

Therefore,

it is

strongly recommended that before any accounting changes are

invoked,

an empirical research effort should be made to study

the effects of the varying methods on representative companies
over an appropriate period of time.

In the absence of such

a study and in the event of the adoption of accounting methods
that record income from equity securities, other than on a
realized basis,

then a grave risk of misleading shareholders

and potential investors exists.
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STONE & WEBSTER,

INCORPORATED

Statement of Views Concerning the Proposed
Accounting for Investments in Equity Securities
Other Than by the Equity Method

Recent Institute publications,

including the definitive memoran

dum dated March 1971 prepared by the Committee on Accounting for Marketable

Securities of the APB summarizing the issues before the Board and outlining
the proposals the Board is considering,

and also various newspaper articles,

have indicated that insurance companies, brokerage houses,

investment com

panies, non-profit organizations and other business enterprises whose assets
include a substantial amount of marketable equity securities may be affected

by any opinion arising from the subject hearings and subsequent deliberations
thereon.

Subsidiaries of Stone & Webster,

businesses of engineering services,

Incorporated are engaged in the

financial services, management con

sulting services, cold storage warehousing services and supplying natural
gas to industrial customers.

The parent company, which coordinates the

activities of its subsidiaries,

owns a substantial amount of equity secur

ities which were acquired many years ago in connection with its then in

terest in the natural gas and electric utilities industries.
sent general practice,

As is the pre

these securities are measured at historical cost or

at the lower of historical cost and market value in the balance sheet of
Stone & Webster,

Incorporated and Consolidated Subsidiaries.

Thus if a re

duction in market price or other circumstances provides persuasive evidence

of an inability to recover cost,

investments are written down to estimated

fair value, with a charge against earnings.
from sales of securities,

Only realized gains and losses

and losses from write-downs of investments,

are reported as income of a period.

if any,
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It should be noted that investments in equity securities,

other

than those incident to the investment banking business of a subsidiary,

classified as noncurrent assets in the consolidated balance sheet
though not representing "control securities"),

are

(even

and not as a temporary in

vestment of cash presumed to be available at any time for current operations
of our business.

The securities incident to the investment banking business in
cluded in the consolidated balance sheet are not the subject of this state
ment .

We understand that the three major questions before the Board in
reexamining present practice concerning accounting for investments in equity

securities are as follows:
1.

Is a market value or fair value basis of accounting for
equity investments for general practice desirable and

feasible?
2.

If general practice shifts to a market value basis, how

should changes in market value be reported in determining

net income?
3.

Should all companies follow a single general practice or do

differences in circumstances justify special practices for

special circumstances?
In response to question 1, we feel that present general practice,

by adhering to traditional asset and liability valuation and income measure
ment, has served well in the majority of instances over the years.

Thus

we object to a change to the proposed general practice whereby equity securi

ties would be measured at current market value in balance sheets, and gains
and losses accounted for by one of several new methods.
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Our primary argument for the continuation of present practice is

that the traditional realization concept properly provides that an asset

should not be carried at more than cost to avoid reporting "unrealized" in

come.

Thus income is reported only on gains that have been realized based

on a transaction with an outside party.

As was demonstrated most dramat

ically in 1969 and the first half of 1970, prices of securities decline as

well as rise,

and market prices at any balance sheet date may change sub

stantially many times before the securities are sold,

and may even change

substantially in the lag-time between the date of issuance of the stock

holders'

report and the balance sheet date.

Indeed, when a large block of

another company's stock is held there may not be an objective measurement
of market value,

given the vagaries of the market place;

and establishing

a fair value in such instances would necessitate a subjective valuation

measured in a context of significant uncertainty.
However, having read and considered the Arguments For and Against,
and the Alternatives to,

the Present General Practice,

as presented in the

aforementioned March 1971 memorandum of the APB committee on marketable
securities,

if general practice were to shift to a market value basis,

as is

outlined in question 2 above, we would propose that the accounting therefor

be limited solely to a statement separate from both the income statement
and balance sheet.

In our opinion,

a method that would continue to recognize realized

gains and losses in determining net income, but would report "unrealized"
gains and losses from market value fluctuations in a statement separate from

both the income statement and balance sheet would be the least objection 
able .
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We feel strongly that no recognition should be accorded "un

realized” gains and losses in income, as we have previously stated in our
argument for continuation of the present general practice.
changes, which may be quite erratic,

To include

resulting from short-term market fluc

tuations in income or retained earnings could materially distort periodic

net income as well as stockholders'

equity.

In fact,

immediate recognition

of such fluctuations in income could result in reporting gains and losses

from changes in market value which may not be realized upon ultimate sale.
In so doing,

reported results of operations and stockholders'

enterprise could be misrepresented,

equity of an

thereby misleading the public into

sale or purchase of its securities.

We refer to Exhibit A,

Webster,

annexed,

summarizing the results of Stone &

Incorporated and Consolidated Subsidiaries operations as reported

for the five preceding years,

and as they would have been reported if the

proposed accounting treatment calling for immediate recognition in income
of valuation changes had been applied during those years.

Because of the many facets of this subject,

and from the very con

siderations involved in answering questions 1 and 2 preceding, the answer to
question 3 seems obvious.

Differences in circumstances,

and in fact in the

nature of the enterprises involved, continue to mandate against adoption of

a single general practice in accounting for investments in equity securities.

The special methods used by specific industries, namely,

securities brokers and dealers,

investment companies,

insurance companies,

common trust funds,

pension funds and endowment funds, might be said to be reasonable,

as these

are special purpose industries which are under some form of regulatory aus
pices .
In summary then, we recommend that gains and losses,

including
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dividends, continue to be included in income as realized.

We oppose any

change from the present general practice of accounting for marketable secur
ities, because we believe that general recognition of "unrealized" gains

and losses in income of a period would be misleading to stockholders,

potential investors and the public.
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EXHIBIT A

STONE & WEBSTER,

INCORPORATED AND CONSOLIDATED SUBSIDIARIES

Pro-Forma Effect On Reported Net Income Per Share
For The Five Years Ended December 31, 1970
If"Unrealized" Gains And Losses From Marketable Securities
Had Been Included In Results Of Operations For Those Years

1970
Net Income per share,

"Unrealized" Gains

(Losses)

Pro-Forma Net Income

$4.11

as reported

(Loss)

per share

(2)

per share

Percentage Effect, Increase (Decrease),
on Reported Net Income per share

Years Ended December 31
1968
1966
1967

$ 2.55 $2.63
1.95

3.35

(2.56)

$(1.33) $4.58

$5.91

$(.20)

131%

(108%)

(3.88)

1.15

$5.26

$2.56(1)$2.36

28%

(152%)

74%

(1)

Excluding extraordinary item of $.16 per share.

(2)

Net of related federal capital gains taxes at rates then in effect,
namely 28.7%, 27.5%, 27.5%, 25% and 25% for the years 1970, 1969,
1968, 1967 and 1966, respectively.

The pro-forma effect on reported net income per share on a quarterly basis
would be of even greater magnitude because of the short-term market
fluctuations during these years.

May 10,

1971
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Louis

Sternbach & Company

Accounting For Investments In Equity Securities
Other Than By The Equity Method

Measuring investments in equity securities at current market value
in balance sheets is a departure from the realization rule which, at this time,
is still regarded as generally applicable.
Singling out equity securities for
such departure while leaving other assets stated at the lower of historical
cost or realizable value would widen, not narrow, the areas of inconsistency
and difference in practice.
Some assets would be stated at valuations
inclusive of unrealized gains and losses, while others would not be so stated.
While trained financial analysts may not be confused by that contradiction,
investors and creditors in general may be seriously misled through assigning
to temporary and fleeting market values of equity securities a degree of
importance not commensurate with their transitory significance. Market values
cannot be determined by objective measurement consistently.
If assets and
liabilities generally were to be restated at current market values, with
corresponding revaluation adjustments from original cost, equity securities
would come within the scope of such restatement; however, it is doubtful
that the business and financial communities are ready for such an implied
admission of the shrinkage of the dollar yardstick.

In the setting of the long-term inflationary trend discernible in the
economy the world over, the result of recording equity securities at market,
with unrealized gains (and losses) taken into income, would be an overstate
ment of earnings, earnings per share, working capital and tax bases.
To
that extent, a piecemeal accounting reform would tend to accelerate inflationary
pressures, and also the erosion of capital under the guise of taxing income.
The cure is likely to be worse than the disease.
Stating equity securities at market instead of the lower of cost or
market would not give the readers of financial statements information they do
not already have in their possession through parenthetical disclosure under
present practice.
At no time can the market values of securities be current
in the sense of giving readers information valid at the date of receipt of the
financial statements.
The timing of sales of equity securities is not always prompted by the
desire to manipulate reported net income; the inclusion of unrealized gains in
net income is unlikely to stop such attempts at manipulation as there may be.
Computing deferred taxes on unrealized gains is not likely to add to the public
understanding of financial statements which should be as nearly factual as

continued
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possible, without the added complications of hypothetical consequences of
unconsummated transactions.
We note that securities brokers and dealers to whom equity securities
are inventory, and who report at market to the general public, have to report
changes in unrealized appreciation or depreciation of securities to regulatory
agencies at frequent intervals; to that extent, their special practice is
reconcilable to the existing general practice which, it is submitted, serves the
business and investing community well and, with the proper disclosure of
all relevant information, will continue to serve it well.

J. R.
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PANEL ON CORPORATE LAW AND ACCOUNTING

SECTION ON CORPORATION, BANKING AND BUSINESS LAW
AMERICAN BAR ASSOCIATION

MEMORANDUM RE ACCOUNTING FOR INVESTMENTS IN EQUITY SECURITIES
May 10, 1971

This memorandum is submitted in response to the in

vitation by the Accounting Principles Board Committee on Mar

etable Securities for comments, particularly with respect to
the questions contained in paragraph 29 of the Committee’s

March 1971 memorandum.

The position expressed in this memo

randum is that of the individual members of the Panel on Cor
porate Law and Accounting and does not represent the views

of the American Bar Association or its Section on Corporation,
Banking and Business Law.

1.

Is a market value or fair value
basis of accounting for equity
investments for general practice
desirable and feasible?

The Panel is impressed with the argument against
the present general practice that it permits manipulation of
net income by timing sales of securities.

Accordingly, it

is our position that a market value basis of accounting is
desirable for securities whose market value can be objectively

determined.

433

We do not believe that the present general practice
should be changed for restricted securities and securities

not actively traded for a number of reasons.

In the first

place, it would seem that the ability to manipulate net income

by timing sales of these securities is considerably reduced.
Secondly, ’’fair value” requires a subjective determination

which makes this method subject to abuse as well as honest
mistake, creating potential problems for companies and their

accountants and directors under Rule 10b-5.

Finally, it would

appear that the question of a change from historical cost to
fair value accounting should be considered on an overall basis
and not introduced at this time in this relatively limited

area.

Thus, the present study is limited to corporate stocks

and rights to acquire corporate stocks but no reason appears

for making this distinction once the marketable characteristic
of corporate stocks is eliminated.
2.

If general practice shifts to a
market value basis, how should
changes in market value be re
ported in determining net income?

We are in favor of recognizing changes in market
value as gains and losses in income when the changes occur.

However, we believe that realized and unrealized gains and

losses should be stated separately from income from operations
similar to an extraordinary item.

At least one member of the
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Panel believes that realized and unrealized gains and losses
should appear after net income on the face of the income state
ment.
In view of the fact that certain states prohibit by

statute the payment of dividends out of revaluation surplus,
some means should be provided whereby the amount of unrealized

gains included in retained earnings can be ascertained.

3.

Should all companies follow a
single general practice or do
differences in circumstances
justify special practices for
special circumstances?

We believe that commercial or industrial business

enterprises should be required to follow a single general prac
tice, subject, of course, to the materiality of the items in
volved.

While it is not clear whether this question is also

directed to the special methods described in the appendix,
we are not expressing a position on the specific industries
there described.
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ACCOUNTING FOR INVESTMENTS IN EQUITY SECURITIES

OTHER THAN BY THE EQUITY METHOD

Submitted by

INA CORPORATION

Prepared for the Public Hearing of the
Accounting Principles Board

American Institute of Certified Public Accountants

May 25-26, 1971
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ACCOUNTING FOR INVESTMENTS IN EQUITY SECURITIES

OTHER THAN BY THE EQUITY METHOD

INA Corporation is a diversified financial company which is heavily engaged
in the insurance business and in the long term management of securities.

In recognition of the efforts of the Accounting Principles Board to develop

a standard form of reporting for all companies in connection with marketable
securities, we offer our current form of reporting as an acceptable compro

mise.

This approach first develops a net profit from operations and then

adds the realized capital gains or losses to arrive at an earnings per
share which is comparable to the basis on which most industrial companies

report.

However, in recognition of our insurance operations, we show the

unrealized capital gains or losses by stating the equities at market value

on the asset side of the balance sheet and the deferred taxes thereon as
a liability, with the unrealized appreciation/depreciation, net of taxes,
being included as an identified element of our surplus.

The reason for this

type of presentation is that the insurance commissioners look at the balance
sheet from the viewpoint of liquidating values, and inasmuch as the reserves

for losses are stated in terms of the current expectations at which they
will be settled, it is reasonable that the securities which will be used to
satisfy these claims and add safety to the enterprise should also be stated

at their current values.

As mentioned before, we believe that our presentation may be a reasonable
solution for the Accounting Principles Board in its present attempt to

formulate a single method of accounting for investments in equity securities.
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In point, particularly, is their suggestion that the unrealized gains or

losses should be taken into net income either during the year of occurrence
or on the basis of averaging over a period of years.

We feel that the

practice of permitting a company to report net income based in part on
paper profits could be misleading to both shareholders and prospective
investors.

Additionally, the shareholders' desire to receive dividends

based on this unrealized income, as well as possible attempts by regu

latory authorities to consider it for rate making purposes in the in
surance industry, may impose a considerable burden on the company report

ing income of this nature.

Furthermore, it is not inconceivable in these

times when the taxing jurisdictions are trying to eliminate differences
between taxable income and income determined through the application of
generally accepted accounting principles that these paper profits may

eventually be subject to some form of tax.

A major argument of proponents of recognizing unrealized appreciation as

income is that this is necessary to prohibit companies with large invest

ment portfolios from "managing their earnings" through realized gains or
losses.

A secondary argument is that they believe that by not reflecting changes

in the market value of investment securities in the income statement there

is no measurement of the performance of the investment manager.
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In answer to these arguments made in favor of recognizing unrealized gains

and losses as income, we offer the following comments:
1.

Realized gains and losses, net of tax, are generally reported in

the income statement following net after-tax operating earnings, thereby

giving full disclosure of all pertinent data on the face of the income

statement.

While total earnings may possibly be considered as "managed"

the effect of such management has not been hidden from the investing

public.

Furthermore, if the form of our balance sheet is followed,

the unrealized component, net of deferred tax, is set forth in the
reconciliation of surplus.

2.

There is not doubt that management of an insurance activity includes
making decisions over a long period of time regarding its investment

portfolio.

It is as much a part of our business as are decisions made

in an industrial company regarding plant and equipment or inventory.

Although this portfolio is generally looked at from a long perspective,
added attributes of management include taking profits or losses.

On

the other hand, current recognition of unrealized gains or losses
derived from the large portfolios which are found in an insurance
company would result in such fluctuations in reported income as to
totally obscure operating results.

Although the use of an averaging

method would tend to smooth these fluctuations, the use of an average
covering a period of years has its own dangers.

In the first place,

it can yield misleading results during times when trends change and
the results of the change have not yet been influential in developing
the averages.

Secondly, the length of time over which the average

would be developed would make it practically impossible to determine
whether current or prior managements were responsible for currently
reported earnings per share.

439

In short, we feel that any serious effort to judge the performance
of investment management must take into account far more than the

earnings per share shown either in a year-by-year application or
averaging technique.
This appears to be the first time that the accounting profession has
seriously considered a substantial departure from cost with respect to the
influence on the income statement.

In the past, and in order to achieve a

fundamentally conservative approach, various tests such as the lower of cost
or market as applied to inventories have been used to insure that companies

recognize losses that are inherent in their accounts.

However, this appears

to be the first instance where in any material sense unrealized (and perhaps

temporary) appreciation or depreciation would be reflected in net income of

business corporations.

We are strongly opposed to having unrealized gains and losses incorporated
in the income statement and respectfully request that the Accounting Principles

Board give serious consideration to the dangers involved in departures from
the long established principles of COST.

It has been stated that a change

in accounting for equity securities is a practical step in the direction of
fair value accounting.

However, fair value accounting, without dollar value

consideration, may generate income based solely on inflation.

Additionally,

one should not discount the factors of subjectivity and fluctuation if the
valuation principle is to be applied to the remainder of the balance sheet.

Not only do market values on many items vary according to who is valuing them,
but they tend to increase or decrease in significant measure over short periods

of time.

The result of carrying the effects of changes in these appraisals into

the income statement may be to seriously weaken the confidence of investors in

the implied substance of ’’net income".
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ACCOUNTING FOR INVESTMENTS IN EQUITY SECURITIES
Statement by
George A. Mahon, Vice President and Controller
Investors Diversified Services, Inc.
Minneapolis, Minnesota
I am making this statement on behalf of my employer, Investors Diversified
Services, Inc. (IDS) and on behalf of myself as a member of the AICPA.

My

concern on this subject stems from my experience as chief accounting officer

of IDS in which position I have responsibility for accounting for assets of
IDS, its subsidiaries and affiliated mutual fund companies totaling approximately

$8 billion, much of which is represented by investments in equity securities.
In this statement I intend to present my position that any change in general
practice which would require all investors, to value equity securities in
balance sheets at market value and to account for changes in market value

through the income or surplus statements would cause serious distortions in

the financial statements of companies with long term investment objectives.
The result would diminish the usefulness of financial statements of these
entities in a "going concern" context and might have the effect of destroying

stockholder or creditor confidence in the stability of these enterprises.
On the other hand I believe that equity securities, as well as other

marketable securities, should be valued at market or fair value in the accounts

of stock brokers and securities dealers in whose hands such items generally

represent "stock-in-trade".

Moreover, the fluctuation in income and surplus

caused by changes in market value are merely manifestations of the volatility
which is inherent in the brokerage business.

I am also satisfied that market

value accounting produces a useful result for mutual funds, where, in fact, the

entire structure of the business depends on daily valuation of assets at

market value.

It seems to me that in spite of the need for the accounting profession to

strive for uniformity and simplicity that we cannot sacrifice to this desire,
the recognition of real distinctions in the structure, character and purpose
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of different businesses in arriving at useful accounting principles.

I

submit that there are real distinctions among investors in equity securities
which justify special practices and I suggest that the current study be

directed, in part, to defining the circumstances under which various practices
may be considered appropriate.
DISCUSSION
Among the activities carried on by my Company, IDS, are four distinctive

businesses each of which invests in significant amounts of equity securities.

These businesses are mutual funds, stock and bond brokerage, life insurance

and face amount certificates.
Mutual Funds
IDS is perhaps best known as the distributor and manager of the largest

mutual fund complex in the world.

In the mutual fund business market (or fair)

value has long been established as the appropriate valuation basis of accounting
for all securities, not only equities.

Gains and losses, both realized and

unrealized, are carried to surplus through a separate statement.

The daily

(or in many cases twice daily) portfolio market valuations form the basis for
the continuous offering to sell or redeem the fund's shares.

The practice

simulates the investment result an individual shareholder would have if he
were able to invest, proportionate to his interest in the fund, in all the

individual securities held in the fund's portfolio.

This is a highly specialized

situation in which the structure of the business clearly dictates the valuation

basis.

In addition, the traditional method of reflecting gains and losses,

both realized and unrealized, in separate statements is appropriate as it
maintains clearly the important distinction between the derivation of amounts
available for ordinary income dividends from amounts available for capital
gains dividends.

Stock and Bond Brokerage

IDS operates, as wholly-owned subsidiaries, John Nuveen & Co., a well known
dealer and underwriter of municipal bonds, and Jefferies & Company, Inc., a
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West Coast "third market" block trading operation.

While these companies'

operations are restricted to specialized segments of the brokerage business,

their business objectives are similar to those of general brokerage operations
in that marketable securities are held, for the most part, as inventory for

resale or positions taken in the course of ordinary trading activity.

Profits

are made by rapid turnover at relatively small commissions or mark up from

market values.

The trend of the market is critical both to the level of volume

and to the short term trading profits and losses which result from closing
out positions.

Security positions are usually relatively small in comparison

to the volume of transactions over a period of time.

In fact, the exigencies

of capital requirements tend to limit the amount of securities a broker can
carry so that he may literally be forced to sell when a loss will result even

in cases where investment judgment might indicate that holding would eventually
produce a profit.

As with mutual funds, it appears that the special character

istics of the brokerage business dictate that equity securities (as well as
other marketable securities) be valued at market (or fair) value in the balance

sheet.

In this case it seems appropriate that both realized and unrealized gains

and losses be carried to the income statement.
Life Insurance

The problem of establishing generally accepted accounting principles for
life insurance companies, unfortunately, involves a good many complexities

beside determining the appropriate basis for securities valuation.

Traditional

life insurance accounting as prescribed by regulatory authority ignores the
going concern concept, matching of costs and revenues and other precepts

underlying generally accepted accounting principles, in favor of an approach
which amounts to simply a test of solvency.

While this is important and

appropriate from the regulators’ point of view, the representations of net
income and stockholders equity which emerge from this process are meaningless
and misleading to a stockholder of a life insurance company.

Happily, a
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solution to this situation is on the way in the form of an ”audit guide" for

life insurance companies compiled by an AICPA committee in cooperation with
the life insurance industry which spells out the principles for converting
statutory life insurance accounting to generally accepted accounting principles
(GAAP).

The IDS life insurance subsidiary has already adopted GAAP accounting

for inclusion in the consolidated statements of IDS using the principles out
lined in the exposure draft of the Audit Guide.

Although the Audit Guide does

not prescribe the securities valuation basis pending the outcome of the instant

APB study we elected to use historical cost as the basis for all securities as
we deemed this basis to be the most appropriate for a long term investor.

Since statutory rules require common stocks to be valued at market the "GAAP
adjustment” included a conversion of carrying value of commons from market to

cost.

In selecting the valuation basis we recognized that the investment

objective of a life insurance company is to provide funds to meet the long
term obligations of the company to pay death claims, cash values and other
benefits.

Typically, there is a net cash inflow from premiums, investment

income and amortization which provides funds for current requirements so
that forced liquidation of portfolio securities is not anticipated and, in

fact, is seldom necessary.

It, therefore, seems unduly conservative to

reflect unrealized losses unless a permanent decline in value of individual

issues is detected.

On the other hand unrealized gains often disappear and

reappear many times during the typical holding period for securities invest

ments of life insurance companies.

To reflect unrealized gains in income

when there is no intention of taking them would appear to be unjustified.

For this reason we believe that historical cost should be recognized as the

proper basis of accounting for equity, as well as other securities of life
insurance companies.

Face Amount Certificates

Investors Syndicate of Amerita, Inc. (ISA), a wholly-owned subsidiary of
Investors Diversified Services, Inc., is a face amount certificate company

registered under the Federal Investment Company Act of 1940 and is subject to
the provisions of that Act.
A face amount certificate is a long term contractual obligation of the

issuer whereby the investor makes a single payment or regular installment

payments over a stated period of time, and the issuer contracts to pay the
investor at a fixed future date (called maturity) a definitely determined
sum of money (referred to as face amount).

ISA is required to maintain cash and "qualified investments" meeting the
standards of the Investment Company Act, in an amount equal to not less than
100% of the company's liabilities on all outstanding face amount investment

certificates.

"Qualified investments" are defined in the Act as investments

of a kind which life insurance companies are permitted to invest in or hold
under the Code of the District of Columbia, and are to be valued in accordance

with the D. C. Code, or otherwise as prescribed by the Securities and Exchange

Commission.
Under the D. C. Code, bonds or other evidences of debt having a fixed term

and rate are to be valued generally on the basis of amortized cost, and this
has been the basis of valuation of such assets by ISA since its organization

in 1940.

We understand that the current study of the APB excludes investments

in securities with fixed maturities, including convertible debt, so the afore
said securities are not dealt with in this memorandum.

There is no provision in the D. C. Code for the valuation of equity securities
which, pursuant to the Investment Company Act, must, therefore, be valued in

accordance with rules and regulations prescribed by the SEC's Regulation S-X.
With respect to face amount certificate companies such as ISA, Regulation S-X
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specifies valuation of all "qualified assets” to be at cost or amortized cost
with market values to be stated parenthetically.

Regulation S-X requires an

appropriate write-down where there is evidence of probable loss through an
"apparently permanent decline in underlying value and earning power".

ISA

has consistently followed the security valuation requirements of Regulation S-X

since the Company's inception in 1940.
The requirements of Regulation S-X in this regard are well founded in

economic and accounting logic.

Like the liabilities of life insurance com

panies, ISA's certificate liabilities are very long term in nature.

contractual and persistency patterns are highly predictable.

Their

Consequently,

ISA's investment program is geared to meet these long term obligations as

they redeem or mature.

Since liquidity requirements are adequately met by

certificate payments and investment income and amortization, there is no
need to incur losses by sales of equity securities during periods of depressed

prices.

Nor is it normal to sell equity securities simply because there is

an unrealized appreciation in a given security.

All investments, debt or

equity, are evaluated on these merits as "permanent" investments.

Con

sequently, turnover of portfolio is not large and invested assets are large

in relation to net worth.

In this situation the potential distortion of net

income and surplus is enormous if equity securities were required to be carried
at market with unrealized, as well as realized gains and losses, carried to
the income statement.

In support of this point, the following schedule shows the net income of

ISA, including realized gains and losses as reported for the years 1966-1970

plus or minus the change in market values of equity securities (including
preferreds) for each of the years.

The resulting figure would represent ISA's
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net income if equity securities were to have been valued at market with
unrealized gains and losses carried through the income statement.

ISA NET INCOME
1966-1970
($ Thousands)

Net Operating Income

Net Realized Gain (Loss) on
Investments

1970

1969

1968

1967

1966

$9,897

$8,964

$8,525

$7,719

$7,428

320

314

1,492

1,251

$9,284

$8,839

$9,211

$8,679

(327)

Net Income as Reported (Including
Realized Gain or Loss on
Investments)

$9,570

Change in Unrealized Appreciation
(Depreciation) on Equity
Securities

(1,392) (20,475)

Net Income (Loss) as Adjusted

$8,178 $ (11,191) $16.292

7,453

(4,102) (12,871)
$5,109

$(4,192)

I submit that these wild fluctuations between years would totally destroy

the credibility of ISA's financial statements.

It is possible that the confidence

of certificate holders in the stability of the company would be so shaken as to

jeopardize the company's future.

Comments on Definition of "Equity Securities"

Under paragraph 5 of the March, 1971 APB memorandum it is stated that the
present study is limited to "equity securities -- corporate stocks and rights

to acquire corporate stocks such as warrants".

are specifically excluded.

Securities with fixed maturities

We understand that the term "equity securities" as

used in the memorandum is intended to include all preferred stocks.

We submit

that this is an over-simplification since the characteristics of preferred
stock issues actually range from being virtually debt securities to being

tantamount to common stocks.

A definition is needed here to exclude from

consideration of this study those types of preferreds which more closely
resemble debt securities and particularly those which have sinking fund provisions
or call provisions which would indicate the likelihood of ultimate retirement.
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Comments on Disclosure Requirements

The March, 1971 APB memorandum does not deal with the requirements for
disclosure of valuation practices and results.

I expect it is considered

that these requirements would follow as a matter of course after appropriate

principles have been defined.

In my view, however, appropriate disclosure

is almost the essence of the problem.

Like many accounting problems, no one

solution seems to be satisfactory for all purposes,

Obviously, we cannot

ignore market valuation of securities, debt as well as equity, and neither
can we ignore historical costs.

Where one method is used as the valuation

basis in the accounts the other should be disclosed parenthetically, or
otherwise.

Likewise the disposition of gains and losses in the profit and

loss and/or surplus statements should be clearly disclosed.

In no circumstances

should the basic operational results of the business be obscured by investment
gains and losses whether realized or unrealized.

Standardized practices for

statement presentation should be developed on an industry by industry basis

in which these disclosures can be most appropriately made to improve the com
parability of financial statements of companies within the same industry.

Summary of Conclusions

1. The present general practice as described in the APB memorandum
dated March, 1971 remains the most appropriate basis of accounting

for equity securities owned by companies with long term investment
objectives.

2. The valuation of equity securities at market values is the most
appropriate method for certain special situations such as for

mutual funds, and for investors with short term objectives such
as stock brokers.
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3. While the most appropriate valuation basis applicable in a
given circumstance should be used as carrying values in the

accounts, supplementary disclosure of all relevant facts

remains essential to a fair presentation of any financial
statement in which investments are material.
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May 5, 1971

Mr. Richard C. Lytle
Administrative Director
Accounting Principles Board
American Institute of Certified
Public Accountants
666 Fifth Avenue
New York, New York 10019
Dear Mr. Lytle:

With further reference to the material you sent me
on March 30 and my letter of April 6 regarding the APB public
hearing on investments in equity securities, I am not request
ing the opportunity to make an oral presentation but I would
appreciate consideration of the following written statement.
This statement has primary reference to accounting
for endowment fund and other investments of nonprofit insti
tutions. My experience includes service in past years on the
AICPA Committee on Health Care Institutions and currently on
the Committee on College and University Accounting and Auditing.

Market Value Method for Investments
The APB Committee memorandum "Accounting for Invest
ments in Equity Securities Other Than by the Equity Method"
presents in Paragraph 14 arguments against the present general
practice (cost method) and, in Paragraphs 19 and 20, arguments
for the market value method.
I am very much in favor of the
market value method for the reasons stated in the memorandum and,
in addition, suggest the following two additional factors in
support of this method.
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1.

Endowment fund management objectives in many insti
tutions have shifted from primary emphasis on in
come (dividends) to the total return concept empha
sizing both dividends and growth.
This shift in
investment objectives requires the use of the mar
ket value method as a means of adequately measuring
and reporting on investment performance.

2.

Many institutions use an investment pooling arrange
ment under which investments are measured at market
value for unit determinations (reference paragraph
41 of the APB memorandum).
Such arrangements are
very similar to those of open-end investment com
panies under which investments and investment per
formance are measured at market.
The advantages of
reporting at market values available to investment
companies should also be available to institutions
using pooling arrangements.

Changes in Market Values of Investments

Paragraph 17 of the APB memorandum recognizes four
possible methods of accounting for changes in market under the
market value method.
However, no one method applies to all areas
of institutional accounting.
In institutional accounting, unrealized gains have the
accounting characteristics of realized gains.
Also, the use of
market values of investments in the balance sheet implies the need
for the contra recognition of unrealized net gains, rather than
only realized gains.
Therefore both realized and unrealized gains
are discussed together.

It has been said that, in institutional accounting,
unrealized gains cannot be spent and therefore should receive
different accounting treatment from those which are realized.
Although realized and unrealized gains may be combined or reported
separately, unrealized as well as realized gains can be spent in
a number of different ways such as through borrowing, sale of
other investments, or not investing incoming funds.
There has been a long standing endowment fund practice
to credit recognized net gains to principal.
This is based upon
trust accounting theory to the effect that net gains generally
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accrue over long periods of time and are not considered to be
income but capital accretions which tend to offset declining
monetary values.
Thus, in receiving an investment gain, a trust
fund or institution does not receive income but merely maintains
that which is already had in a different form.
The theory should
apply to unrealized net gains (as periodic additions to princi
pal) as well as to realized net gains (as lump sum additions to
principal at the time the investments are sold).
It is also
generally applicable to so-called quasi-endowment funds or funds
functioning as endowments which are, for the most part, unre
stricted funds set aside for essentially the same purposes as
endowment funds.
This practice, of course, has no counterpart
in accounting for commercial organizations.

The only modification of the above practice with
respect to endowment and quasi-endowment funds arises from the
recognition in recent years, that, under the total return concept
referred to above, a reasonable portion of net gains should be
considered as income, retaining a prudent portion to be added to
principal in accordance with the traditional practice described
in the preceding paragraph.
Accounting recognition should be
given to such apportionment between income and principal when it
is documented by an adequate study of the investment program,
portfolio and legal considerations.
This method has some of the
elements of the method of accounting for changes in market value
described in paragraph 17b.
An example of such practice is set
forth in the enclosed statement of the American Economic Founda
tion.
Institutions also commonly hold investments in funds
other than endowment and quasi-endowment funds such as temporary
restricted funds, loan funds and plant funds.
In these cases
investment income is usually deemed to be incidental to the major
purposes of the funds and all income, as well as all net gains,
are added to the principal of the funds.
In effect, when gifts
or appropriation are added to the principal of restricted, loan
or plant funds, the income from investment of such funds is also
considered to be added to such funds.
Ordinarily, the income of
these funds has no relation to current operations of the insti
tution.
The only other funds ordinarily used by institutions
are the general operating fund or current unrestricted funds.
Here investments are usually considered to be temporary invest
ments of working capital and both income and all net gains are
included in income, much in the commercial accounting sense.
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The method described in paragraph 17a would apply to realized and
unrealized gains from investments of these funds.

Summary

The major recommendations concerning accounting for
investments in equity securities of nonprofit institutions are:
1.

The market value method of accounting for invest
ments in equity securities should be adopted or
at least its use permitted.

2.

Net realized and unrealized gains on investments
of endowment and quasi-endowment funds should be
credited to principal unless there is a sound
factual and legal basis for considering a portion
of the net gains to be income, in which case the
net gains would be apportioned between income and
principal.

3.

Net realized and unrealized gains on investments
of temporary restricted funds, loan funds and
plant funds should be credited to the principal
of the respective funds as is the income from
such investments.

4.

Net realized and unrealized gains on investments
of general operating or current unrestricted funds
should be credited to income as is the income from
such investments.
Respectfully submitted,

Philip J.
cc:

Mr.

Daniel D.

Robinson

Taylor
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report of committee on financial and

INVESTMENT POLICIES

X. Present method of reporting income from equities: Currently, income
from equities is reported as the sum of dividends received and capital gains
realized.
2. Defects of present method: This method has three main defects. First, it
takes no regular account of earnings of enterprises plowed back rather than
paid out as dividends. Second, it does not recognize the market’s evaluation of
changes in the future prospects of the enterprises whose stocks we own. Third,
it makes income depend on the accident of when securities are sold. The first
leads to an understatement of income; the second, in principle might lead to
either understatement or overstatement, but in practice has led to understate
ment. The third produces wide fluctuations in recorded income that do not
necessarily correspond to changes in the amount available for expenditures
without impinging on capital.

3. Proposed alternative: We recommend remedying all three defects as fol
lows:
(3 .1) Retained earnings: Instead of recording as income simply dividends
received, we propose including also retained earnings. The easiest way to do
this as an accounting matter is to record as income the earnings per share for
each company whose shares we own times the number of shares owned. For
shares purchased or sold during the year, we propose including one-half of the
annual earnings. The accounting procedure would be to recognize dividends as
income when received, and at the end oí the period to enter as an additional

item of income the excess of earnings as calculated above over dividends re
ceived. For firms whose fiscal year does not coincide with the Association’s
fiscal year, the earnings to be included would be those for the corporation’s
fiscal year ending within the Association’s fiscal year. (See paragraph 7.)
(3 .2) Changes in prospects of enterprises: To eliminate the second effect,
we propose computing for each year the changes in the market value of the
stocks in our portfolio adjusted for (a) retained earnings and (b) changes
in the general price level. Adjustment (a) will be made by subtracting re
tained earnings as calculated above. Adjustment (b) will be made by sub
tracting the product of the start of the year market values of the portfolio
times the percentage change in a price index. We propose to use as the price
index the implicit GNP deflator, and to measure the percentage change from
fourth quarter to fourth quarter. However, the adjusted change in market
value computed in this way will not be entered in full each year in order to
overcome the third defect discussed in the next paragraph.
(3 .3) Realized capital gains and associated arbitrary fluctuations: By rec
ognizing as in the previous paragraph, all changes in market value, we would
remove the fortuitous element in our present method arising from the timing
of sales. But, including all such gains would give undue significance to short
term market fluctuations. Since the objective is to take account of longer-term
711
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movements la stock prices, we propose spreading the gain as calculated in the
previous paragraph over three years, including one-third in the year to which
the calculation refers and one-third in each of the next two years. The number
“three” was selected as roughly corresponding to the duration of cycles in stock
market prices in the post-World War II period.1

(3 .4) Filial formula: This treatment would make the Association’s income
from equities in each year equal to dividends received in that year plus our
share of earnings plowed back that year plus one-third of market appreciation
in that year (adjusted for retained earnings and price-level change) plus onethird of adjusted appreciation in the preceding year, plus one-third of adjust
ed appreciation in the second preceding year.
4. Comparison of results under various methods: Table 1 shows what the
Association’s reported income would have been from 1955 to 1965 if it had
been calculated by a number of alternative methods. To simplify the calcula
tions it was assumed that the cost of the 1952 year end portfolio was identical

with its then existing market value. The methods compared arc: (1) The
present method (dividends plus realized gains); (2) dividends plus retained
earnings; (3) dividends plus total change in market value; (4) dividends plus

total change in market value less adjustment for price-level change; (5) the
proposed alternative (dividends plus retained earnings plus three-year average
of adjusted change in market value). Table 1, columns 1 to 5 give dollar in
come; columns 6 to 10 give rates of return, calculated as a percentage of the av
erage market value oí the portfolio during the year. Table 2 gives the basic
data used in calculating Table 1. Our present method has understated income
substantially and reported it as varying widely; the proposed method recog
nizes income fully and as varying much less.
5. Transition: We propose this procedure take effect for the 1967 fiscal
year. At that time the Members’ Equity and the reported income for the two
prior years would be restated on the new basis.
6. Auditor's participation: We wish to express appreciation to Arthur An
dersen & Co. for their cooperation and counsel in preparing the data ofTables
1 and 2 and in discussing the problem of how to account for income from
equities. They have expressed the informal opinion that the method of re
porting income proposed is in conformity with generally accepted accounting
principles.
7. Fiscal year: The Association’s fiscal year now ends November 30. The
reason has been to have financial accounts available for the December meet
ings. Since most corporations prepare their accounts on a calendar basis, a
fiscal year ending December 31 would fit the proposed method much better.
We propose a change to a calendar-year basis; the financial accounts could
then be available for the spring meeting of the-Executive Committee.

Milton Friedman, Chairman
*In the post-World War II period, peaks in stork prices were reached in 1946, 1943,
1953, 1956, 1959, 1961 and 1966. There were six cycles in the 20 year period, or an average
duration of 3⅓ years. In the post-World War I period, 1919 to 1939, there were only six
peaks, or an average duration of 4 years.
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11,563
12,532
19,844
1,741
7 , 834

3 , 081

7,717
7 ,0 8 6
2,131

Three-Year
Change in
Average
Market
Change in
Price Level
Value
Market
Change in Change in
Adjusted
Value
Retained
Opening
for Price
Market
Adjusted
Earnings
Level
Value
for Price
Market
Change and
Value
Level
Retained Change and
Earnings
Retained
Earnings

2

7,067

2,272
9,622
2,193

177

11,811

195,200
223,606
257,799

168 ,349

96,626
75,179
103,0 8 9
121,136
141,703
188 ,251

9,140
7,433
12,392

16,573

70,766

89,269
66,196

1 1 /3 0 // —1

Market
Value

*

9

9 3 ,5 89

8

22

6,052

5,537

-2 ,1 3 7

Realized
Gains

7

181,775
209,403
255,702

82,127
95,107
87,<02
90,633
112,112
131,422
169,979
178,300

77,732
6 3,450

Average
Market
Value
Year

10

714

Dividends

1

TABLE 2
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Arthur Andersen & Co.

69

West Washington Street

Chicago, Illinois
May 12,

60602

1971

Mr. Richard C. Lytle
Administrative Director
Accounting Principles Board
American Institute of Certified
Public Accountants
666 Fifth Avenue
New York, New York 10019

De ar Mr.

Lytle:

The AICPA Committee on Voluntary Health and Welfare Organi
zation Accounting and Auditing has considered the question of account
ing for investments in equity securities in the financial statements
of such organizations and offers the following comments for considera
tion by the Accounting Principles Board's Committee on Marketable
Securities.

Some voluntary health and welfare organizations accumulate
significant amounts of funds, the planned disbursement of which may be
spread over an extended period of time.
In an attempt to earn a
maximum return on these funds, many organizations will invest them in
marketable equity securities, debt securities, treasury bills, etc.
In addition, it is not unusual for such organizations to receive con
tributions in the form of marketable securities or other assets which
can be converted to cash.
In these latter situations the marketable
securities or other assets received as contributions are generally
recorded at their fair value at date of receipt.
For purpose of this letter, the term "disposal investments"
means those investments in equity securities, debt securities and other
assets which are available for sale or exchange by the organization,
the disposal of which is within the purview of the organization’s
management.
They do not encompass investments restricted by the donor
to a specific use or other investments whose disposition is beyond the
control of the organization’s management.
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In the case of funds which are available to finance the
organization ’s current' program and supporting services, the Committee
believes that the ’’economic” financial position (that based on invest
ments reflected at fair value) of voluntary health and welfare organiza
tions is of greater significance to the future operating decisions of
such organizations than is historical ’’cost basis" financial position.
Periodically, decisions must be made concerning both the amount of
donations which must be solicited and the quantity of program services
which can be undertaken.
In theory, an organization’s program service
needs should be the difference between the fair value of its currently
available net assets at the balance sheet date and its budgeted ex
penditures for the forthcoming period.
Unless the resources currently
available to carry out the objectives of the organization are stated
in terms of present values, the appeals of the organization for con
tributions could be based on amounts greater or less than necessary
to fulfill its budgeted programmed services.
Stated another way,
a voluntary health and welfare organization can make meaningful and
representative allocations of resources to desirable activities only
if it is reasonably able to determine the amount of resources currently
available to it.

In the case of endowment or other donor restricted funds,
a different objective is involved.
The laws of the various states
may prohibit gains or declines in fund asset values from being
treated as income and may require that those actually realized be
treated as adjustments in fund principal.
If, because of restric
tions imposed by the donor, a fund’s assets must remain intact, the
fund’s investments are not "marketable."
In such case, the Committee
feels that no purpose would be served by reflecting the theoretical
market value of the investments in the financial statements.
If
the fund’s management has the right or obligation to manage the
fund’s portfolio, the Committee believes that the disposable invest
ments of such funds should be reflected at their fair value.
The
Committee believes that the "economic" financial position of such
funds is also of greater significance than is the historical "cost
basis" inasmuch as it reflects more clearly the current value of
the fund’s total assets.

The Committee believes that it would not be appropriate
to single out marketable equity securities to be reflected at fair
value when the disparity between cost and fair value of other invest
ments is not reflected in the financial statements.
Although the
Committee feels that more meaningful information is obtained when
all disposable investments are shown in the financial statements at
their fair value, it recognizes the difficulties that would be
inherent in any attempt to reflect all such investments on this
basis.
It is the consensus of the Committee that all marketable
securities, whether equity or debt, should be reflected on the same
basis.
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Appreciation or depreciation of investments held by current
general funds should be disclosed in the operating results (excess
of revenues over expenditures for program and supporting services).
Appreciation or depreciation of disposable investments held by endow
ment funds should be accounted for in accordance with the laws of
the particular states involved; where permitted, they should be
reflected as income or as an adjustment in fund principal, as appro
priate.
The cost basis of the securities should be disclosed either
parenthetically in the face of the financial statements or in the
notes thereto.
In addition, the methods of determining fair market
value, and the amount determined by each method, should be disclosed
in the notes to the financial statements.
In summary, the Committee is of the opinion that the needs
of all users of financial statements of voluntary health and welfare
organizations would best be served if all disposable investments
are stated at fair value.
As an acceptable, but less desirable
method, the Committee believes that marketable equity and debt
securities should be reflected at their fair value; it does not
believe that "fair value” should be restricted to marketable equity
securities.
Very truly yours,

Milton H. Fortson, Chairman
AICPA Committee on Voluntary
Health and Welfare Organization
Accounting and Auditing

Copy to Committee Members

46o

EMPLOYEES’ RETIREMENT SYSTEM OF THE CITY OF NORFOLK
806 CITY HALL

EAST CITY HALL AVENUE AT ST. PAUL’S BOULEVARD

NORFOLK, VIRGINIA 23510

April 19, 1971

Accounting Prin
ciples Board
American Institute of Certified Public Accountants
666 Fifth Ave.
New York, N. Y. 10019
Gentlemen:

This communication is requested to be entered in the proceedings to be held by the
Accounting Principles Board on the question of valuation of corporate stocks in
financial statements.

Any proposal to value in financial statements common stock investments of the many
private and public pension funds at market rather than at acquired cost would not
only violate a long-honored concept of stock valuation but would invite unwise
appropriation of such unrealised gains for pension benefit increases.

The Employees’ Retirement System of the City of Norfolk, with pension fund investments
of $26,013,404.00, some two years ago had an unrealized gain of a million dollars in
that sector of the portfolio invested in corporate stocks. When stock prices plunged
in the last market collapse, this entire sum of unrealized gains evaporated in thin
air.
Had the managing Board of Trustees recognized such unrealized gains in the pension
fund accounts there would have been an invitation to improve pension benefits for
covered employees from such unrealized gains. Moreover, such unrealized gains, if
reflected in retained earnings or the net worth of the pension fund, would have
motivated the covered employees to demand bigger benefits in this
of intense
economic inflation then that the "pension fund was wealthy enough to finance the
increased benefits demanded”.

Our profession must realize that many in public office hold no distinction between
realized and unrealized gains which may be commingled with retained earnings or shewn
in the net worth section of the pension fund balance sheet. Such a proposal would
constitute not only an unsound departure from established accounting principles
relating to asset valuation but could lead to many unsound management actions.
Our retirement trustees and its secretary unhesitatingly go on record as opposed to
a change in generally accepted accounting treatment of showing in the balance sheet
corporate stocks at acquired cost, along with a parenthetically showing of the
related market value of such stock holdings.

840 North Lake Shore Drive

•

Chicago, Illinois

6061 1

•

Telephone: AC 312 / 787-3876

Hospital Financial Management Association
Robert M. Shelton, FHFMA, Executive Director

May 7,

1971

Mr. Richard C. Lytle, Administrative Director
Accounting Principles Board
American Institute of CPAs
666 Fifth Avenue
New York, New York 10019

Dear Mr.

Lytle:

The APB Committee report Accounting for Investments in
Equity Securities other than by the Equity Method was
distributed to appropriate council and committee members
of Hospital Financial Management Association for their review
and comments.
Hospitals, generally, hold marketable securities
only in endowment or plant funds for donor-restricted or
board-designated assets.
Investments of any excess operating
fund cash are usually in U.S. Treasury obligations or other
low-risk paper not covered by your report.

Those members who commented unanimously preferred including
marketable securities
at market value on the balance sheets
of hospitals, as proposed by the APB Committee.
However,
no consensus was apparent as to the treatment of realized
or unrealized gain, except that such items should not be in
cluded in the operating fund income statement.
In determining income both realized and unrealized gain
should be given consideration, but inflation should also be
recognized and the principal of endowments should be protected.
Consistency between time periods and between hospitals is
important.

The opinions expressed in this letter are those of the Committee
members of our organization who responded to a distribution
of the APB Committee report and those of the writer.
We thank

formerly AMERICAN ASSOCIATION of HOSPITAL ACCOUNTANTS
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May 7, 1971

you for the privilege of reviewing this matter and hope our
comments will be helpful.

Very truly yours,

William L. Fill
Director of Technical Services

cc: R. M. Shelton, Exeutive Director, HFMA
Executive Committee
Council on Principles and Policies
Committee on Management Accounting and Finance
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Occidental Center, Los Angeles, California 90054

A Member of
Transamerica Corporation

Occidental Life
of California

Earl Clark, C. L. U.
President

May 4, 1971

Mr. Richard C. Lytle,
Administrative Director,
Accounting Principles Board,
American Institute of Certified
Public Accountants,
666 Fifth Avenue,
New York, N. Y., 10019.
Dear Mr. Lytle:
Our parent company, Transamerica Corporation, is planning to
participate in the public hearing on Accounting for Investments
in Equity Securities on May 25-26. However, I believe that this
is such an important matter for the life insurance industry that
I would like to supplement their views in my capacity as president
of one of the nation’s largest life insurance companies.

Several factors have historically limited the degree of invest
ment in common stock by the life insurance industry. The major
one, of course, is the necessity to cover future expected claims
by investment in stable, fixed income items. A lesser, but still
significant reason, is that historical accounting concepts in
the industry have limited recognition of income from common
stocks to dividends received. Life insurance companies, like
other investors, expect to realize capital gains on common stock
investments which, together with dividends, will result in a
yield higher than could be attained in other investments. Clearly,
then, these realized gains should be a part of income, and in a
well-managed portfolio will provide a relatively consistent,
stable addition to earnings, except in extreme bear market con
ditions.
I believe this is borne out in the attached exhibit. We had a
bulge in realized capital gains in the first six months of 1969
and these gains all but disappeared in the last six months of
1969 and in 1970 because of market conditions. The bulge was
a deliberate result of our anticipation of a down market (we only
wish we had anticipated the extent) and it takes very little
sophistication on the part of the reader of financial statements
to understand that realized capital gains tend to dwindle or
disappear in a bear market.
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May 4, 1971

As to unrealized gains and losses, whatever purpose would it
have served for a reader of our statements to be told that we
lost $13 million in the second quarter of 1970 and made $16
million in the subsequent three quarters (see Column B) - all
without transacting any business? And that our reported earnings
should have shown a $3 million loss in the second quarter and a
$28 million gain in the last half of the year. I believe this
would have been misleading to the point of being ridiculous.
There must be some presumed sophistication on the part of the
reader so that he recognizes that a quality portfolio will have
peaks and valleys and that he is not being "misinformed” by not
having these fluctuations entered into the company’s accounts.
Rather, I believe that all but the most sophisticated would have
been badly misinformed and thoroughly confused had our earnings
been reported as in Column C.

In addition, I find no business logic (and my chief accounting
officer, a C.P.A., tells me he sees no accounting logic) in
anticipating gains. In fact, I have always been led to believe
that this was one thing your organization would absolutely not
allow. For example, during our conversion to so-called ’’adjusted
earnings” last year, several of our people believed that computing
reserves based upon ’’experience” (adjusting the reserves to
interest and other factors which were actually being experienced
and could reasonably be expected to continue in the future) rather
than the assumptions inherent in the premiums, was the proper
thing to do. This approach made a lot of sense to me, also, but
I was told that it would anticipate gains and was, therefore,
unacceptable to you. I can see the validity of this, but these
gains are much more certain than any unrealized capital gains,
and I cannot find any logic in your apparent willingness to
forsake your traditional rules in one case but not in the other.
I believe that adoption of your proposals could lead to such violent
fluctuations in earnings as to be intolerable. Your so-called
’’long-term yield method” might soften these fluctuations, but,
by recording earnings in periods other than when they occurred
or when they did not occur at all (in the case of unrealized)
would only confuse, not clarify the situation. Adoption of such
rules could result in drastic curtailment, or even elimination
of common stock portfolios in life insurance companies. I cannot
believe that any accounting rules that force business executives
to make decisions against their better judgment can stand the test
of time.

The current market value of our portfolio in shown on the face of
our balance sheet. Realized capital gains are shown separately
from operating income in our income statement. Our parent company
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publishes a "statistical supplement to the annual report” which
shows our realized capital gains for a five-year period and a
comparison of cost and market value of our common stock portfolio
by category for the same periods. I believe this type of presen
tation lets the reader make a judgment as to investment performance
without clouding the issue with transactions appearing in the
financial statements that either occurred in other periods or have
not occurred at all.
The one proper exception to the last statement - anticipating
losses when a permanent impairment of value is apparent - is
already covered by your rules. As a matter of fact, we carry
a reserve for such losses and added a pre-tax amount of $7 million
to this reserve in 1970. The determination of the proper amount
of this reserve requires a considerable amount of careful analysis
and judgment, both by management and our public accountants. But
the exercise of judgment in complex business problems is probably
the most important task for both of us.
Your alternate proposals to the present practice seem to be an
attempt to substitute formulas for judgment in this particular
complex area. Such approaches, it seems to me, will not enhance
the stature of your profession.

Very

EC:jkh
Attachment
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EXHIBIT A
OCCIDENTAL LIFE OF CALIFORNIA
EARNINGS ASSUMING UNREALIZED CAPITAL GAINS INCLUDED
1969 - 1971

Col. A

3/31/71

Col. B

Col. C

Col. D

Quarterly
as Reported

Change in
Unirealized
Gain/Loss

Earnings
Including
Unrealized
C-ain/Loss

Realized
Gains
Included

9 293 797

4 041 881

13 335 678

902 066

076
219
262
002
036

12/31/70
9/30
6/30
3/31
Year 1970

8
7
9
8
34

588
357
907
479
332

033
48o
548
418
479

5
6
(13
( 2
( 3

488
862
170
476
295

625
464
263)
728)
902)

12/31/69
9/30
6/30
3/31
Year 1969

7
5
11
11
36

305
475
789
441
012

763
728
611
161
263

1
( 1
( 8
( 8
(16

767
124
516
132
005

897
407)
875)
288)
673)

12/31/68
9/30
6/30
3/31
Year 1968

6
8
6
9
31

823
101
832
597
359

251
496
646
238
631

1
( 1
5
(10
( 4

895
486
374
396
612

892
013)
756
937)
302)

12/31/67
9/30
6/30
3/31
Year 1967

5
8
6
9
28

882
010
008
092
993

185
476
701
500
862

(

401
011
369
950
930

543)
928
88k
147
kl6

5
9
7
14
35

12/31/66
9/30
6/30
3/31
Year 1966

k
6
7
8
26

855
350
388
269
864

857
713
628
207
405

8 828 430
( 8 630 18k)
( 5 342 167)
_(
771 471)
( 5 915 392)

13
( 2
2
7
20

68k 287
279 471)
046 461
736
949 013

1
2
3
7

12/31/65
9/30

5
4
5
6
22

149
995
536
8.11
492

391
2
6
120
( 3
839
( 1
167
517__ ____ 4

7
11
2
5
26

668 199
277 042
162 536
869
692 046

1 247
177
1 486
2 342
5 253

3/31
Year 1965

1
1
4
6

518 808
281 922
374 303)
226 2^}
200_129___

14
14
( 3
6
31

658
944
715)
690
577

9 073 660
4 351 321
3 272 736
3 306 873
20 0C6 590

8 724
6 615
12 207
(
799
26 747
k8o
022
378
042
924

42
(84
438
188
584

540
919)
324
171
116

40
(65
5 384
5 094
10 454

978
091)
014
738
639

143
483
402
699)__
329

2
1
3
7

4l3
485
055
861
836

906
703
228
219
056

6k2
404
585
647
278

870
2 509
798
3 822
8 001

776
427
992
536
731

(59
436
920
225
522

062)
631
162
161
892

576
428
586
262
852
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SAFECO® CORPORATION
4347 BROOKLYN AVENUE NORTHEAST. SEATTLE. WASHINGTON 88105, TELEPHONE ME 3-0622
GORDON H. SWEANY,

April 16,

president

1971

Mr. Richard C. Lytle
Administrative Director
Accounting Principles Board
American Institute of Certified
Public Accountants
666 Fifth Avenue
New York, New York
10019

Re:

Accounting for Marketable Securities

Dear Sir:
The following comments set forth the position of SAFECO Corp
oration with respect to accounting for realized and unrealized
gains on marketable securities of Insurance companies.
We
advocate this position as best supporting the fair reporting
of results to shareholders on a consistent basis and on a
basis comparable to other industries.

We strongly believe that unrealized gains should be excluded
in arriving at net income of Insurance companies, but that
realized gains must properly be Included in arriving at net
income.
Realized gains should be shown as an item separate
from operating Income in both the Income statement and per
share earnings summaries.
Unrealized gains should not be re
ported as supplementary profit and loss Information in order
to avoid any impression that they should be considered as a
part of current earnings.
We believe that the following considerations support this con
clusion :
Realized Gains
Customarily, property and casualty Insurance companies main
tain substantial Investment portfolios to meet the require
ments of regulatory authorities and to satisfy the need for
proper Indemnification of policyholders.
Most of the larger
insurance companies will have a significant portion of their

Safeco, insurance company

of

America/Safeco, life insurance company/general insurance company of america/first national insurance company of America
California / security title insurance company of Washington / winmar COMPANY. INC. / SAFECARE company, inc.

SECURITY TITLE INSURANCE COMPANY OF
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investment portfolio in common stocks.
The proportion will
depend both on the attitude of management and the state
regulations to which they are subject.

Investing in common stocks on a purely return basis (in
dudable in net income under all the proposals) is freq
uently an unattractive investment when compared to debt
securities.
To expect a comparable return to a debt security, an in
vestment manager must take into account the potential of
capital gains and his expectation of ultimately realizing
these gains.
A properly managed investment portfolio will
be comparing the relative value of investments and will
regularly be disposing of investment securities at a profit
or loss and reinvesting the proceeds in other issues.
This
is particularly true of common stock portfolios.
If the losses on sale of bonds were excluded from net income,
it will be possible and probable that investment managers
will reposition their portfolios in times of high interest
rates to maximize the return includable in Investment income
and consequently net income while the losses taken on low
yield securities during this repositioning would be excluded
from the net Income account.
This could easily lead to the
management of an Investment portfolio for its effect on re
ported income rather than for the protection of policyholders
and in the best interest of shareholders.

Showing realized gains as a separate item in the income state
ment and earnings per share summaries will clearly identify
the company that is ’’managing” its Income as opposed to
managing its portfolio for the best interest of shareholders
and policyholders.
Unrealized Gains
There are a number of weaknesses in including unrealized
gains in Income or in displaying unrealized appreciation or
depreciation in such a fashion that it will lead the analyst
or shareholder to add it to net income.
Some of these are
as follows:

1.

At best, market value is an estimated figure most usable
in determining at balance sheet dates the value of small
portfolios.
The substantial holdings of insurance comp
anies in the stocks or bonds of a given issuer make
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these values most questionab
le as related to earnings
performance until gains or losses are realized.

2.

At worst, market values may be structured by portfolio
management.
A portfolio manager can have a substantial
control on the market value of a thinly traded issue
when, in fact, there may be no market at all for his
size holding.
Some of the go-go-fund managers vividly
portrayed the ability to manage unrealized gains by
this technique.

3.

The market value of various investments will, from time
to time, have wide fluctuations that are not the result
of the performance of the investment manager or of a
change in the relative value of Investments.
To report
unrealized gains and losses as a part of income, even
on an averaging basis, would tend to further confuse
the accounting for insurance companies and further
disguise the performance of management rather than to
portray it more clearly.

We feel that the change in unrealized gains or losses should
be reported as supplementary data to the balance sheet where
it does have a potential effect on the indemnity of the company
and the liquidating value of the company, which is of interest
to insurance regulators, but where it does not tend to cloud
management performance .

It is interesting to note that the pressures to include un
realized capital gains and losses in net income for the purposes
of shareholders reporting has come about during an era of poor
operating earnings in the insurance business.
Much of this
pressure has been brought to bear by the companies whose per
formance is the worst and therefore would tend to benefit the
most by deviating from the generally accepted accounting prin
ciples applicable to other Industries.
The magnitude of the
investment portfolio should have little bearing on the account
ing principles applied to the reporting of income to shareholders,
except in the case of mutual funds where liquidating value is
the principal concern of the shareholder.

Very truly yours,

W. D. Hammersla
Vice President & Controller
cbr
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1971

To:

Mr. Richard C. Lytle,
Administrative Director
Accounting Principles Board

Subject:

Accounting for investments in equity securities Problems of institutional investors

The memorandum prepared by the APB’s Committee on

Accounting for Marketable Securities and the background information
for the public hearing on May 25 and 26 indicate that the con

templated APB Opinion may be applicable to ’’endowed philanthropic
organizations such as educational institutions and hospitals.”

I

submit that the discussion in the memorandum hardly touches on

certain of the peculiar problems faced by these organizations, which

must be considered if the Opinion is to apply to them.

The following

views are my own and not necessarily those of my firm.

1.

The Opinion will cover only equity securities and
will exclude bonds (including convertible debt).

Institutional portfolios almost always include

balanced proportions of bonds and stocks,

and

if the Opinion is to cover these organizations,

it must cover all security investments.

2.

Although the memorandum states that ’’endowment funds
generally attribute realized gains and losses from
sales of investments in equity securities to

principal," the whole tenor of the discussion is

that these gains and losses should be reflected
as income and expense in all financial reports,
whether of commercial or noncommercial entities.

There are many people in the investment and insti
tutional worlds who feel that the time-honored

custom of treating gains on sales of endowment
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securities as principal accretions instead of as

income is not only outmoded,

but has worked grievous

harm over the past twenty years or more on the

privately endowed universities,

colleges and other

institutions in this country (cf.

the Ford Foundation’s

twin publications, Managing Educational Endowments

and The Law and The Lore of Endowment Funds,

and

Conventional Principal and Income Accounting and
Its Effect on Institutional

Investment Policy by

Rosecrans Baldwin,

CPA—Financial Analysts Journal,

March-April 1969).

This concept has arisen out of

statutory and common law rules applicable to estates

and trusts,

but whether it applies to institutional

endowments seems to be moot.

And,

as a matter of

fact, many investment experts and accountants have

recently begun to wonder whether the traditional
idea that capital gains are corpus and only dividends

and interest are income has any validity in this
modern world,

even for estates and trusts,

because

of its restrictive and distortive effect on investment
policy.

It would seem that the foregoing matter is one with

which the APB should come to grips,

and if it is not

prepared to do so in the proposed Opinion,

then it

would be wise to exclude institutional endowments,
trusts,

etc.,

from its purview.

My thought is that

the APB should come out with a forthright statement

on the subject,

even though this means a confrontation

with existing law.

3.

The distinction between realized and unrealized gains
in permanently invested institutional portfolios
is illusory,

and this should be brought out in any

APB Opinion on the subject.

The fact is that the

sale of a portfolio security does not really produce

a ’’realized” gain,

because the proceeds are almost
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always reinvested immediately.

Therefore,

keeping

track of realized gains seems only to be an unnecessary
bookkeeping exercise.

4.

The memorandum refers to "long-term yield”

in several

places and suggests ten years as a measure of "long

term.”
years’

The University of Chicago’s study of fifty
activity on the New York Stock Exchange showed

that on the average,

short-term trends reverse them

selves every three or four years,

and a number of

institutions in the Chicago area are determining
annual portfolio yield by multiplying the average

market value of their portfolios at the ends of the

three preceding years by some stipulated percentage,
e.g.,

5%.

The ten-year period suggested in the

memorandum seems too long.

5.

The memorandum states that ’’investors in equity
securities recognize dividends receivable--as a

part of periodic net income.

have been proposed and,

No significant changes

therefore,

no further atten

tion is given to that aspect of accounting for equity
securities. ”

The "total return" concept of investing,

which is enjoying an increasing vogue throughout
the country,

holds that dividends and stock apprecia

tion are essentially the same things and together

comprise the real income from a stock investment.
The APB should therefore reconsider conventional
dividend accounting if market value accounting for

stock is adopted.

In doing this,

it should consider

the proposition that an investment portfolio--if

invested and accounted for on the basis of "total
return” can produce negative income in a given year.
Most portfolios shrunk substantially in 1969-1970,
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and for many the total return (dividends,
and capital losses) was a red figure.

interest

I think that

it was improper to have called dividends ’’income”
during that period.

6.

A copy of my article referred to in 2.

above is

attached.

Rosecrans Baldwin, C.P.A.
Partner, Arthur Young & Company
Trustee, Chicago Symphony Orchestra,
Chicago Sunday Evening Club,
Chicago Area Project
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Olcott Damon Smith
CHAIRMAN AND PRESIDENT
LIFE & CASUALTY

May 14, 1971

Mr. Richard C. Lytle, Administrative Director
Accounting Principles Board
American Institute of Certified Public Accountants
666 Fifth Avenue
New York, New York 10019
Dear Mr. Lytle:

Our company, and indeed the entire insurance industry, has
been following with close concern the efforts of your organ
ization in the study of accounting for marketable securities.
We are deeply interested in this issue. As of December 31,
1970, our companies had a portfolio of stocks, at market
values, valued at $663 million. Although this represents
only 6.7% of our assets, it represents 55% of our shareholders’
equity. The manner of accounting for marketable securities
is therefore a matter of considerable concern to us.

We understand that one of the possibilities to be considered
at your forthcoming symposium to be held May 25-26, 1971, is
that net income, the "bottom-line” figure which is used so
prominently, would consist of a gain from business operations
in the usual sense of that phrase plus both realized and un
realized gains on marketable securities. We wish to go on
record as being definitely opposed to such an alternative.

During the past five years our operating earnings per common
share have varied from a low of $1.88 to a high of $3.57.
Operating earnings during the preceding five years have
varied within a range from $1.94 to $2.54. If realized and
unrealized capital gains are added to this figure, our "net
income” during the past five years would have varied from a low
of minus 85¢ per common share to a high of $6.43 per share.
During the preceding five years our earnings would have varied
from a low of $1.05 to a high of $4.09. We contend therefore
that Introducing realized and unrealized gains into the
"net income” figure would have resulted in fluctuating earnings
which (1) would not give to the public realistic figures of
the real level of our earning capacity or of the stability

Ætna Life and Casuality Company / Hartford, Connecticut 06115 / Telephone (203) 273-2983
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of our earnings, and (2) would greatly weaken the credibility
of our accounting presentations by reason of giving such
prominence to accidental, temporary fluctuations in the
market values of our common stocks at December 31 of the
years concerned.
We have in recent years been greatly interested in the fact
that traditional methods of insurance accounting have produced
earnings figures which have been at variance with what those
earnings would have been as determined by generally accepted
accounting principles and we have been gratified that the
joint efforts of the American Institute of Certified Public
Accountants and the insurance industry have resulted in the
development of methods by which our earnings can be reported
in accordance with generally accepted accounting principles.
We have been "adjusting” our casualty and property insurance
earnings for several years and in 1970 we adjusted our life
insurance earnings to generally accepted accounting principles.
We believe these adjustments to generally accepted accounting
principles have constituted progress in the field of insurance
accounting. We do not feel that a proposal to include realized
and unrealized capital gains in income would constitute further
progress. We believe the reverse would be the case. Obviously
unrealized gains are not income.

It is our contention that we should present an earnings figure
based on our insurance operations, brought down to per share
figures. We also believe that our capital gains and losses
on marketable securities should be shown in a separate state
ment, fully disclosed to illustrate investment performance,
and brought down to a per share figure if desired, but the
public should not be misled by adding such figures to our
operating earnings to give a so-called figure of net income.

If any change is to be made in the presentation of our capital
gains and losses, we believe that at most it should be along
the lines of indicating in the separate statement of such
gains a better measure of the long term investment performance
from those securities (by some formula means of averaging)
but that even if they are averaged to reflect long term in
vestment performance and yields on a rational and orderly
basis, the results should not be added to operating earnings.
We have an open mind as to the form that recognition of long
term investment performance should take. We favor the use
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of a ten-year moving average, but we are not averse to the
introduction of any other method which would be orderly,
rational, and which would fundamentally portray the basic
long term investment performance.

I hope that in your deliberations on May 25-26 and subse
quently, the American Institute of Certified Public Account
ants will recognize the validity of our position, which I
understand is shared by a large number of the other companies
in our industry to which this matter is important.

Very truly yours,

ODS:hp

485

THE CONTINENTAL CORPORATION
May 14, 1971

Mr. Richard C. lytle,
Administrative Director,
Accounting Principles Board,
American Institute of Certified
Public Accountants,
666 Fifth Avenue
New York, N. Y. 10019
Dear Mr. Lytle:
Accounting for Marketable Securities

We wish to state briefly the manner in which we believe marketable
securities should be accounted for and to set forth our figures in support
of our position.

We believe that (a) marketable securities should be carried in the
balance sheet at market values, (b) realized gains and losses should be
excluded from net income and reported as a separate figure in the income
statement and (c) that changes in unrealized gains and losses should be
shown in the statement of changes in shareholders' equity.

To show changes in unrealized gains and losses in the income statement
would be confusing and misleading to the majority of shareholders. Readers
who understand financial statements would have no difficulty in locating
unrealized gains and losses in the statement of shareholders' equity.

To illustrate the wide swings in the change in unrealized gains that
are possible, our figures for the year 1969 and for quarterly intervals
in 1970 are set forth below. Realized gains and losses and net income are
also shown to indicate the magnitude of the change in unrealized gains.

After taxes - in thousands
Change in
Unrealized

Gains (Losses.)
Year
1st Quarter
2nd Quarter
3rd Quarter
4th Quarter
Year
-

1969
1970
1970
1970
1970
1970

$(200,778)
(1,619)
(199,660)
115,650
124.614
$ 38,985

Realized
Gains (losses)

$ 1,367
26,705
(360)
(4,718)
(16.729)
$ 4,898

Net
Income
$69,222
14,936
16,346
8,315
25.875
$65,472
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We sincerely hope that no action will be taken that will require that
the change in unrealized gains be reported in the income statement inasmuch
as full disclosure requirements can be met by showing this figure in the
statement of shareholders' equity.
Very truly yours,

BBR:bl

P.S. -

Controller

We plan to be represented at the meeting to be held May 25 and 26.
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EDUCATOR & EXECUTIVE INSURANCE
4400 NORTH HIGH STREET, COLUMBUS

OHIO 43214

PHONE 267-2581 AREA CODE 614)

E

&

E

INSURERS.

INC.

E

&

E

LIFE

INSURANCE

CO.

May 11, 1971

Mr. Richard C. Lytle
Administrative Director
Accounting Principles Board
American Institute of Certified Public Accountants
666 Fifth Avenue
New York, New York 10019

Re:

Accounting for Investments
in Equity Securities Other
Than by the Equity Method

Dear Sir:
In accordance with my request to present a statement of my views on the
subject, let me summarize by stating that I believe that equity securities
should be carried in the balance sheet at market value with the change
being reflected in the income statement by the long-term yi
eld basis
modified from the suggested ten-year period to a five-year period.
I originally intended to give detailed reasons for my position but I
think it will suffice to say that in general I agree with the reasons
for that position and the reasons against the present general practice
as stated in the paper prepared by the Committee on Accounting for
Marketable Securities.

Exhibit A is a Summary Statement of Income for Educator & Executive Insurers,
Inc. as restated using my proposed method. The particular format is only
one alternative and is not necessarily recommended.
The result is what is
significant.

Exhibit B is an Analysis of Security Gains & Losses used to arrive at the
Summary Statement of Income. Note that I started with 1962 in order to
give the full effect of the change during the most current five years.
Exhibit C is the 1970 Annual Report of The Educator & Executive Company
(and subsidiaries).

Exhibit D gives qualifications of the author.

If I can be of further assistance, please let me know.

Cordially

Charles A. Tippett
Executive Vice President
CAT/tkd
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1965

SUMMARY

1964

-

1963

STATEMENT OF INCOME

1962

(49,867)
87,945
149,253
237,198

79,952

90,333
155,712
246,04 5
49,000
197,045

1966

59,000
251,790

510, 790

105,802
204,988

1967

144,487
311,075
455 , 5 62
98,000
357,56 2

1968

1970

Exhibit A

1969

5

(309,960)
463,407
481,788
644,268
171,828 l,1 0 7 ,6 7
(59,000)
325,000
230,828
762,67 5

23 8,198

296,983

17^7753

CG)

30,0 85
(17,000)
47,085_

238,158

l.

(18,130)
68,743
50,613
9,800
40,813

(74,090)

(1,000)

27,071
51,889
78,960
12,500
66,460

197,448

Per Statutory Statement
Not underwriting income
Net investment in come (in c
Net in come before FIT
Federal Income Tax
Net inco me

96, 833

753,747

7,500
4

306, 833

(2,283 )

463,407
58 7,323
57,371

193,275

751,4 64

61,185

(309,960)
42 9,145
87,945

46,309

354,487

(33,379 )
159 ,896

Not income

144,487
109,503
197 448

24,043

105,802
198,474

(49,867)

(11,130 )

246,905

3 78,5 30

(31,211)

90,333
147,825

30 285

191,849

260,85 3

(70,932)

,

(17,000 )

208,578

3,868
195,707

20,968

80,152
,

47,285

15,141
223 ,719

9,063

,

As Adjusted
Net underwriting Income
27,071
(18,130)
Net investment income (e x c l. CG)
41,033
67,22 2
-----68, 10 4 ---- 49 092
Federal income tax ---------------------------------------------- 9,786 -----------9,379
Net inco me before change in security
v a lu a ti ons
58,318
39,713

13,965
61,250

(1,328)

(5,275)

13,948

7 , 213

(14,479)

2,867

14,165

Change in se curi ty valuations n et of
current and deferred Federal in come
tax thereon

6,400

Difference

E d u c a to r
&

E x e c u tiv e I n s u r e r s , I n c .

ANALYSIS OF SECURITY GAINS 4 LOSSES

1968

1970

Exhibit B

1969

(53,983)

1967

8,114 , 220

(186,435)

-

•

1,050,186 1,642,396 2,287,747 2,566,340 3,362,009 4,224,965 5,668,443
1,069,822 1,650,655 2,325,429 2,647,392 3,411,408 4,200,444 5,715,545

141,187

-

132,452
132,452

1966

47,102

35,297

( 327,622)
(292,325)
(35,297)

1965

(24,521)

11,776

94,085
70,564
23,521

55,945
26,017
28,928

1964

49,399

-

71,623
59,847
11,776

52,643
15,090
37,553

1963

81,052

12,350

(73,920)
(61,570)
(12,350)

4,242
1,167
3,075

161,380

1962

20,263

( 31,653)
(23,740)
(7,913)

6,514
1,629
4,885

(254,772 )

1961

37,682

43,370
32,528
10,842

7,887
2,691
5,196

73,639

Deferred tax
25%1

Journal entry to record :
Investm ents, Dr(Cr)
Valuation, Cr(Dr)
Deferrod tex lia b ilit y , Cr(Dr)
Journal entry to correct recording of

gain s/lo s s e s on sa le s:
R eali zed gains (lo sse s) (P&L) Dr(Cr)
Tax expense (PAL) Cr(Dr)
Valuation, Cr(Dr)

1,176
(11,274)
12,946

(11,278)
12,946
14,727
(50,954)
32,276

18,646

12,948
29,458
(152,864)
129,104

Years

Subsequent

(2,283)

10,096,731 13,431,83 7
9,910,296 13,377,854

9,421

(200)

39,750
10,130
29,620

64,732

1,176
(11,274)

14,727
(50,954)

13,965 _____ 15,141 ______ 3,868 _____ 13,948 _____24,043 _____ (33,379)

6,468
1,176
(11,274)
12,946
14,727

7,973,C33

8,259

29,423
22,067
7,356

-

(56,374 )

$

19,636
2,065

1,521

(200)

5,880

value of secu rities 12/31
Statement value 12/31

4,909

(11,377)
(8,533)
(2,844)

1,100

32,328

Statement over (under) bock

1/1/62
19,6 3 6
14,727
4,909

10,856
2,714
8,142

23,167

421

14,336

2,867 ______ 7,500

2,868
4,633
6,465

Total entry to Valuation

m

s i p li c ity

2,867
4,633
6,465
1,176

2,867

rate for sake of

2,867
4,633
6,465

= 5 years

o rtiz a ti on

Am

Total

1 Assumed uniform

4,635
6,465
1,176
(11,274)
12,946

2,867
4,633

Book
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COMPANY
ANNUAL
REPORT
1970
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NINE YEAR
SUMMARY

1970

1969

1968

Assets........................................................ ...................... $ 15,652
3,872
Shareholder’s equity................................ ......................
15,717
Premiums written....................................... ......................
587
Investment income ................................... ......................
Profit—statutory ....................................... ......................
783
Profit—adjusted ....................................... ......................
826
Gain (loss) on investments....................... .....................
189
Dividends paid........................................... ......................
156
Loss ratio .................................................. ......................
80.1%
Expense ratio ........................................... ......................
15.0%
New policies issued .................................. ......................
35
Policies in force......................................... ......................
120

11,321
3,125
11,164
429
231
269
(275)
87
83.2
18.2
28
100

9,464
2,958
8,992
307
358
370
98
59
83.3
14.1
22
83

E & E LIFE INSURANCE CO.
Life insurance in force............................... .....................
Assets......................................................... .....................
Shareholder’s equity................................. ....................
Premiums ................................................... ....................
Investment income .................................... .....................
Profit (loss)—statutory............................... .....................
Gain (loss) on investments ....................... ....................

107,145
4,554
1,738
1,134
248
111
25

92,934
3,983
1,631
1,062
171
76
22

79,678
2,414
552
891
97
(91)
—

THE E & E COMPANY
Assets...............................................................................
Shareholder's equity.......................................................
Profit (excl. extraordinary)...............................................
Dividends paid..................................................................

7,424
5,815
870
66

6,253
4,854
250
51

4,588
2,946
254
39

Per share: *
Shareholder’s equity ................♦...................................
Earnings ......................................................................
Dividend paid................................................................

8.83
1.32
.10

7.37
.42
.10

5.79
.50
.078

In thousands except per share figures

E & E INSURERS. INC.

*Per share amounts retroactively adjusted for stock distributions.
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1967

1966

1965

1964

1963

**
1962

6,316
1,596
7,085
198
252
273
78
59
82.5
14.6
23
72

4,764
1,376
4,986
148
197
217
(66)
116
81.0
15.4
21
58

3,735
1,405
3,522
110
238
232 .
8

3,007
1,216
2,684
80
47
60
43
—
83.4
18.0
8
35

2,608
1,141
2,397
69
41
50
31
—

2,304
1,087
1,960
63
8
(13)
(1)

81.2
18.6
8
34

82.9
18.3
10
29

69,075
2,046
645
756
80
(82)
4

56,360
1,797
687
635
64
(58)
—

45,250
1,513
747
517
50
(42)
—

34,558
1,261
792
397
43
(64)
(3)

22,820
1,113
858
291
33
(53)
—

10,028
1,002
912
77
19
(83)
—

3,277
2,664
188.
33

2,969
2,365
134
33

2,941
2,324
94
—

2,835
2,225
(18)
—

2,155
2,155
(14)
—

2,151
2,149
(81)
—

5.24
.37
.065

4.65
.26
.065

4.57
.18
—

4.38
(03)
—

4.24
(03)
—

4.23
(.16)
—

—

77.5
18.1
13
42

**1962 was the first year of operations for The Educator & Executive Company and Educator & Executive Life Insurance Company It was the
fifth year of operations for Educator & Executive Insurers, Inc.
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GROWTH OF ASSETS

E & E LIFE

E & E INSURERS

Millions of Dollars

$4,554,318

DISTRIBUTION OF ASSETS DECEMBER 31,1970
E & E INSURERS

Special Revenue
Bonds 31%

Other
Bonds 8%

Municipal
Bonds 26%

E & E LIFE

Industrial
Bonds 37%

E & E'S USE OF THE DOLLAR-1970
E & E INSURERS

E & E LIFE

Other
Bonds 6%

Utility
Bonds 34%
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Peat, Marwick, Mitchell & Co
CERTIFIED PUBLIC ACCOUNTANTS
1OO EAST BROAD STREET
COLUMBUS, OHIO 43215

The Board of Directors
The Educator & Executive Company:

We have examined the balance sheet of The Educator &
Executive Company as of December 31, 1970 and the related statements
of income, retained earnings, equity in the undistributed income and
surplus changes of subsidiary companies and the statement of source
and application of funds for the year then ended. Our examination
was made in accordance with generally accepted auditing standards,
and accordingly included such tests of the accounting records and
such other auditing procedures as we considered necessary in the
circumstances.

In our opinion, such financial statements present fairly
the financial position of The Educator & Executive Company at
December 31, 1970 and the results of its operations for the year
then ended, in conformity with generally accepted accounting prin
ciples, except as to the equity in the undistributed income and
surplus changes of the life insurance subsidiary which is in con
formity with statutory requirements (note 1 to financial statements),
applied on a basis consistent with that of the preceding year. Also,
in our opinion, the accompanying statement of source and application
of funds for the year ended December 31, 1970 presents fairly the
information shown therein.

March 1, 1971
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December 31

BALANCE SHEET

1970

1969

ASSETS
Investments:
Subsidiaries (notes 1 and 4):
Educator & Executive Insurers, Inc.....................
Educator & Executive Life
Insurance Company........................................
Worth Counsel Corp............................................
E & E Securities, Inc.............................................
Educator & Executive Insurance Agency, Inc. ..

Other investments, at cost:
Marketable securities (market value—1970,
$65,210)...........................................................
Building, net of accumulated depreciation
of $78,812 (1969, $64,613) (note 2) ..........
Total investments ........................................
Accounts receivable ...................................................
Cash.............................................................................
Due from subsidiary companies, net (note 3) ..........
Refundable Federal income taxes.............................

$ 4,514,503

$ 3,685,667

1,737,545
38,548
196,117
10,829
6,497,542

1,631,288
45,091
184,697
21,448
5,568,191

74,472

60,403

550,785
625,257
7,122,799
1,523
9,827
289,736
—
$ 7,423,885

562,864
623,267
6,191,458
2,930
25,335
—
33,389
$ 6,253,112

29,790
—
250,457
800,000

29,978
22,172
—
800,000

528,872
1,609,119

547,090
1,399,240

658,551

658,551

3,706,057
110,266

3,706,057
50,706

1,339,892
5,156,215
5,814,766
$ 7,423,885

438,558
4,195,321
4,853,872
$ 6,253,112

LIABILITIES AND SHAREHOLDERS’ EQUITY
Accounts payable and sundry accruals....................
Due to subsidiary companies, net.............................
Federal income taxes payable (note 3)....................
Note payable to bank, secured (note 4) ..................
Mortgage note payable, 5¾%, due 1987, payable
in monthly installments of $4,100 for principal
and interest..............................................................
Total liabilities..............................................
Shareholders' equity:
Common stock $1 par value per share. Authorized
1,500,000 shares; issued 658,551 shares.......
Surplus:
Capital surplus.....................................................
Retained earnings ..............................................
Equity in the undistributed income and surplus
changes of subsidiary companies..................

Total shareholders’ equity...........................
See accompanying notes to financial statements.
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Year ended December 31

1969

1970

STATEMENT OF INCOME
Income:
Dividends:
Educator & Executive Insurers, Inc.....................
Other........................................................
Interest ....................................................................
Rent (principallyfrom subsidiarycompanies)........
Gain on sale ofinvestments,net...........................

Expenses:
Building operating expenses.................................
General and administrative ....................................
Interest ....................................................................

$ 155,534
1,361
1,604
248,271
11,511
418,281

$

87,023
3,049
4,721
246,907
20,418
362,118

192,890
46,766
100,210
339,866

204,314
30,719
100,381
335,414

Income before Federal income tax credit ..

78,415

26,704

Federal income tax credit (note 3)...........................

47,000

18,200

Income before equity in undistributed
income (loss) of subsidiary companies ..

125,415

44,904

667,907
110,850
5,440
(13,580)
(25,619)
744,998

181,306
75,669
3,096
(25,424)
(29,302)
205,345

Equity in undistributed income (loss) of subsidiary
companies (note 1):
Educator & Executive Insurers, Inc......................
Educator & Executive Life Insurance Company ..
Worth Counsel Corp..............................................
E & E Securities, Inc...............................................
Educator & Executive Insurance Agency, Inc.....
Net income...................................................

Net income per share (based on the average
number of shares outstanding in each year) ....
See accompanying notes to financial statements.

$ 870,413

$ 250,249

$1.32

$ .42

497

THE EDUCATOR
& EXECUTIVE
COMPANY

Year ended December 31

1970

STATEMENT OF RETAINED EARNINGS
Balance at beginning of year.....................................
Net income excluding equity in undistributed
income of subsidiary companies..........................

Dividends declared—$.10 per share each year......
Balance at end of year .............................................

STATEMENT OF EQUITY IN
UNDISTRIBUTED INCOME AND SURPLUS
CHANGES OF SUBSIDIARY COMPANIES
Balance at beginning of year......................................
Equity in the undistributed income of subsidiary
companies................................................................

Other surplus increases (decreases) of insurance
subsidiaries:
Realized capital gains .........................................
Unrealized capital gains (losses)........................
Other.....................................................................
Balance at end of year ...............................................

$

125,415
176,121
65,855
$110,266

44,904
101,561
50,855
$ 50,706

438,558

1969

$

744,998
1,183,556

58,352
127,909
(29,925)
156,336
$ 1,339,892

479,702
205,345
685,047

$

54,370
(282,790)
(18,069)
(246,489)
438,558

Year ended December 31

1970

$

$

See accompanying notes to financial statements.

$ 56,657

Year ended December 31

Depreciation ...........................................................
Decrease in cash and marketable securities .......
Increase (decrease) in Federal income
taxes payable.......................................................
Proceeds from sales of common stock ................
Other, net
......................
.....
........
Application of funds:
Increase in investments in subsidiary companies
[net of increase (decrease) in equity in
undistributed income and surplus change of
$901,334 and $(41,144)] ..................................
Dividends..................................................................
Decrease in long-term debt....................................
increase (decrease) in receivables from
subsidiary companies..........................................

$ 50,706

1970

STATEMENT OF SOURCE
AND APPLICATION OF FUNDS
Source of funds:
Net income ..............................................................
Less equity in undistributed income of
subsidiary companies..........................................

1969

870,413

1969

$

250,249

744,998
125,415
14,399
1,439

_ 205,345
44,904
13,927
12,500

250,457
—
10,116
401,826

(52,554)
1,954,908
(20,751)
$ 1,952,934

28,017
65,855
18,218

1,768,760
50,855
217,202

289,736
$ 401,826

(83,883)
$ 1,952,934
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NOTES TO FINANCIAL STATEMENTS

(1) Investment In Subsidiaries
The investments in the insurance sub
sidiaries are carried at the Company’s
equity in the undistributed income and
surplus changes since date of acquisition.
The applicable equity in the undistributed
income and capital and surplus of the
Educator & Executive Life Insurance
Company is based upon statutory reports
determined in accordance with insurance
accounting principles prescribed under
statutory authority. The statutory financial
statements of Educator & Executive
Insurers, Inc. have been adjusted to con
form to generally accepted accounting
principles in determining the applicable
equity in capital and surplus, undistrib
uted income, and surplus changes,
including realized capital gains.
Statutory insurance accounting princi
ples differ in some respects from gener
ally accepted accounting principles

DECEMBER 31,1970
followed by other business enterprises in
determining financial position and results
of operations. Such differences include,
among others, the exclusion of non
admitted assets; the provision for certain
statutory reserves; the valuing of common
stocks at market value, which might be
in excess of cost, without providing for
possible income tax that could be pay
able on liquidation; the immediate expens
ing of the cost of acquiring new business;
and no provision for the tax benefit result
ing from the use of net operating loss
carryforwards in the determination of net
income. The effect of such differences
on the statutory financial statements of
Educator & Executive Life Insurance
Company has not been determined.
The Company’s percentage of owner
ship, cost and carrying value of its invest
ment in subsidiaries at December 31,
1970 is as follows:
Ownership

Educator & Executive Insurers, Inc.......................
Educator & Executive Life Insurance Company ..
Worth Counsel Corp...............................................
E & E Securities, Inc...............................................
Educator & Executive Insurance Agency, Inc......

Effective August. 31, 1970 Ranger Se
curities Corp. was merged into E & E
Securities, Inc. which transaction was
accounted for as a pooling of interest.

On August 1, 1970 the Company sold
25% of its investment in Worth Counsel

(2) Investment In Building
The building, constructed in 1964, is
on land leased from Educator & Execu
tive Insurers, Inc. for a period of thirty-one
years, with an option to purchase during
the lease period. The mortgage note pay
able is secured by a first mortgage on
the building and the land. Certain of the
facilities have been rented to the affiliated
companies for a lease term of twenty
years terminating in 1984.
The building is being depreciated on
the straight-line method over a period of
fifty years. Depreciation charged to oper
ations in 1970 amounted to $14,399.

(3) Federal Income Taxes
The Company files a consolidated Fed
eral income tax return with its eligible
subsidiaries (Educator & Executive

Cost

Carrying
value

% 99.72 $2,657,960 $4,514,503
100.00
2,000,000
1,737,545
75.00
30,011
38,548
211,755
100.00
196,117
51,000
100.00
10,829
— $4,950,726 $6,497,542

Corp., at a price equal to the proportion
ate book value at June 30, 1970. The
purchaser has an option to purchase an
additional 24% on June 30, 1972. In ad
dition, the Company has retained the
option to repurchase the shares sold.

Insurers, Inc. and E & E Securities, Inc.).
In this regard the Company collects the
amount each subsidiary would have paid
had it filed a separate return and will pay
the subsidiary any tax savings resulting
from the use of a net operating loss. The
Company will pay the tax liability due on
a consolidated return basis.

(4) Note Payable to Bank
The note payable to bank currently
bears interest at a rate of 8½% (which
is subject to quarterly adjustment). Prin
cipal payments of $100,000 a year com
menced in 1969, with the balance due
on February 8, 1972. The Company has
pledged the shares of its subsidiaries,
Educator & Executive Insurers, Inc. and
Educator & Executive Life Insurance Com
pany, as security for the loan.
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EDUCATOR &
EXECUTIVE
INSURERS, INC.

December 31

BALANCE SHEET (Statutory)

1970

1969

$10,238,824
3,139,030
1,077,364
848,917
99,377
60,110
188,306
.......... —
$15,651,928

$ 8,152,893
1,757,403
1,096,854
20,990
74,485
33,351
118,866
65,895
$11,320,737

$ 6,664,186
4,429,789
57,519
298,262
330,013
11,779,769

$ 4,804,745
3,114,506
61,501
215,352

1,352,013
1,296,881
1,223,265
3,872,159
$15,651,928

1,352,013
1,296,881
475,739
3,124,633
$11,320,737

ADMITTED ASSETS
Bonds
......................................
Stocks .........................................................................
Realestate
...............................................................
Cash.............................................................................
Premiums in course of collection, net....................
Due from affiliated companies .................................
Accrued interest and other assets...........................
Refundable Federal income taxes.............................

LIABILITIES

Reserve for losses and loss expenses....................
Unearned premiums ...................................................
Advance premiums and receipts in suspense..........
Accounts payable, accrued expenses and taxes.....
Accrued Federal income taxes ..................................
Total liabilities...............................................

8,196,104

SHAREHOLDERS’ EQUITY
Capital stock....................................
Gross paid in surplus.......................
Unassigned surplus .......................
Total shareholders’ equity
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Year Ended December 31

1970

1969

Direct premiums written ......................................... ...

$15,716,605

$11,164,052

Net premiums written ............................................. ...

$14,954,097

$10,544,025

Premiums earned, net............................................. ...
Losses and expenses incurred:
Losses ...............................................................
Loss adjustment expenses..............................
Underwriting expenses.....................................

$13,638,814

$ 9,618,286

STATEMENT OF INCOME

Underwriting gain (lots)
Net investment income ...........................................
Net realized capital gains .......................................
Income before Federal income taxes.............
Federal income taxes (refund)..............................

Statutory net Income...................................
Deduct realized gain from sale of
investments, net of taxes.....................................
Add increase in equity of unearned premiums,
net of Federal income taxes thereon .................

Adjusted net income................................... ...

6,892,214
1,113,113
1,922,919
9,928,246
(309,960)
429,145
52,643
171,828
(59,000)
230,828

9,436,574
1,494,341
2,244,492
13,175,407
463,407
587,323
56,945
1,107,675
325,000
782,675

37,553

28,928

$

72,037
825,784

$

75,873
269,148

Year Ended December 31

STATEMENT OF SHAREHOLDERS’ EQUITY (Statutory) 1970
Net statutory income ....................................... ........
Unrealized gain (loss) on investments............. .........
Change in non-admitted assets........................ ........
Paid in capital and surplus.............................. ........
Dividends to shareholders .............................. ........
Net increase for year ....................................... ........
Balance January 1 ........................................... ........
Balance December 31....................................... ........

782,675
132,453
(11,600)
—
(156,002)
747,526
3,124,633
$ 3,872,159

$

1969

230,828
(327,622)
(149,279)
500.010
(87,334)
166,603
2,958,030
$ 3,124,633

$
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EDUCATOR &
EXECUTIVE
LIFE
INSURANCE
COMPANY

December 31

BALANCE SHEET (Statutory)

1970

1969

$3,488,493
73,325
552,449
77,748
253,382
108,921
$4,554,318

$3,198,638
75,948
317,706
60,068
232,498
98,375
$3,983,233

$2,599,400
33,900
47,409
64,454
71,610
2,816,773

$2,204,128
31,281
17,634
34,513
64,389
2,351,945

1,100,000
900,000
(262,455)
1,737,545
$4,554,318

400,000
1,600,000
(368,712)
1,631,288
$3,983,233

ADMITTED ASSETS

Bonds ..........................................................................
Stocks ........................................................................
Mortgage loans...........................................................
Cash.............................................................................
Deferred and uncollected premiums.........................
Accrued interest and other assets.............................

LIABILITIES
Policy reserves ...........................................................
Policy claim reserves .................................................
Due to affiliated company ..........................................
Mandatory securities valuation reserve....................
Other liabilities ............................................................
Total liabilities ..........................................

SHAREHOLDER'S EQUITY

Capital stock.......................................
Gross paid in surplus ........................
Unassigned surplus ..........................
Total shareholder’s equity
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Year Ended December 31

STATEMENT OF INCOME (Statutory)
Life and health premiums..........................................
Considerations for annuities
and supplementary contracts ............................
Net investment income...............................................

Benefits paid:
Life and health.....................................................
Annuities and supplementary contracts............
Provision for future benefits:
Life and health.....................................................
Annuities and supplementary contracts............
Total policyholder benefits.......... ...........
Operating expenses ...................................................
Statutory net income ...............................

1970

1969

$ 929,879

$ 804,628

204,097
247,730
1,381,706

257,257
171,247
1,233,132

114,353
154,426

85,665
87,102

303,850
91,422
664,051
606,805
1,270,856
$ 110,850

259,604
215,724
648,095
509,368
1,157,463
$
75,669

Year Ended December 31

1969

STATEMENT OF SHAREHOLDERS’ EQUITY (Statutory) 1970
Statutory net income ...............................................
Paid in capital and surplus.......................................
Net realized capital gains .........................................
Net unrealized capital gains (loss)............................
Change in non-admitted assets..............................
Change in mandatory securities valuation reserve .
Net increase for year .................................................
Balance January 1 .....................................................
Balance December 31 ..............................................

$

110,850
—
29,505
(4,173)
16
(29,941)
106,257
1,631,288
$1,737,545

$

75,669
1,000,000
16,923
5,198
224
(18,293)
1,079,721
551,567
$1,631,288

December 31

LIFE INSURANCE IN FORCE

1970

Cash value insurance................................................ $ 20,554,026
80,569.656
Term.............................................................................
6,021,000
Group...........................................................................
$107,144,682

1969
$17,083,161
73,440,923
2,409,800
$92,933,884

Exhibit D

QUALIFICATION OF AUTHOR

A Certified Public Accountant, member of American Institute and Ohio
Society of Certified Public Accounts.

For eight years employed by national firm of CPA
s
*
various industries although heavy in insurance.

with experience in

For the most recent nine years employed by The Educator
Executive Companies.
First as Director of Finance, then Vice President-Controller. Currently,
am Executive Vice President of Educator
Executive Insurers, Inc. (a casualty
company) and Educator
Executive Life Insurance Company (a life company).
Also Vice President- Controller of The Educator
Executive Company (a holding
company) that is the parent of the two insurance companies as well as a
broker/dealer, an insurance agency and investment advisor (to mutual fund).
Also Vice President-Controller of Worth Fund, Inc. (an open end investment
company).
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EXECUTIVE SECRETARY'S OFFICE

NATIONAL ASSOCIATION OF INSURANCE COMMISSIONERS
633 W. WISCONSIN AVENUE

SUITE 1816

MILWAUKEE, WISCONSIN

53203

414-271-4464

LORNE R. WORTHINGTON

RICHARDS D. BARGIER

RALPH F. APODACA

PRESIDENT

VICE PRESIDENT

SECRETARY-TREASURER

COMMISSIONER OF INSURANCE

CHAIRMAN OF THE EXECUTIVE

SUPERINTENDENT OF INSURANCE

STATE OFFICE BUILDING

COMMITTEE

DES MOINES. IOWA 50319

INSURANCE COMMISSIONER

P. O. DRAWER 1260

SANTA FE.

NEW MEXICO 87801

107 SOUTH BROADWAY
LOS ANGELES, CALIF. 90012

Mr. Richard C. Lytle
Administrative Director
Accounting Principles Board
American Institute of CPAs
666 Fifth Avenue
New York, New York
10019
Dear Mr. Lytle:

It is my understanding that the Accounting Principles
Board is holding hearings near the end of this month in
reference to a proposed change in the treatment of real
ized and unrealized capital gains and losses.
The
National Association of Insurance Commissioners (NAIC)
is very interested in this subject, particularly as it
pertains to insurance companies and the regulation thereof.
I am currently President of the NAIC and also serve
as Chairman of a special committee on profitability of
property and casualty companies.
In that capacity I in
tend to present a proposal to the annual meeting of the
NAIC in June of this year which deals with the same matter
from our regulatory point of view.
I would hope that you will not take any action that
pertains to insurance companies without first consulting
with the regulatory officials.
This is particularly im
portant in view of the proposals we intend to act on in
June.
Very truly yours,

National Association of
Insurance Commissioners
LRW:vmc
CC: All APB Board Members
Enclosure
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PROPOSAL FOR SUPPLEMENT TO

ANNUAL STATEMENT

Prepared By

Subcommittee on Profitability and Investment
Income in Property and Liability Insurance

(A-4)
March 9

1971
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Reconciliation of Net Income (Page 4, Line 20) with
Net Income as Determined in Accordance with
Generally Accepted Accounting Principles

1

2

3

4
5
6

Net income, Page 4, Line 20

Add Deferrable acquisition
costs at end of year (Note 1)
Deduct - Applicable deferred Federal
income taxes
Net realized capital loss (Page 4,
Line 9), less applicable Federal
income tax reduction
Equity in undistributed earnings of
subsidiaries
Other (explain nature of each item) a.

$ xxxxxx

$ xxxxxx

(xxxxxx)

xxxxxx
xxxxxx
$ xxxxxx
xxxxxx

b.

8
9

10
11
12

b.

13
14
NOTE

xxxxxx

$ xxxxxx

Total Lines 1 through 6

Deduct Deferrable acquisition
costs at beginning of year (Note 1)
Deduct - Applicable deferred Federal
income taxes
Net realized capital gain (Page 4,
Line 9) , less applicable Federal
income tax
Equity in loss of subsidiaries
Other (explain nature of each item )
a.

xxxxxx

$ xxxxxx

(xxxxxx)

$ xxxxxx

xxxxxx
xxxxxx
$ xxxxxx
xxxxxx

Total Lines 8 through 12
Net income, as adjusted (Line 7 less Line 13)

xxxxxx
$__________
e

(1):
Deferrable acquisition costs should generally be determined
as follows:
a.
Determine the ratio of commissions, premium taxes and 50% of
other underwriting expenses incurred to premiums written for
the year for each major line of business.
Appropriate grouping
for less significant lines may be used.
These ratios should
not exceed the difference between 100% and the sum of the
anticipated loss and loss expense ratio and the anticipated
ratio of expense subsequent to acquisition.
Appropriate
explanations should be furnished for the use of ratios which
exceed, for example, this limitation based on a company's loss
expense experience for the current and prior year.
b.
The ratio in a. should be applied to the related unearned
premium to determine the amount of deferrable acquisition costs
at the end of the year.
c.
If some other formula is used to com
costs, please describe such formula in detail.
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Reconciliation of Surplus Determined
in Accordance with Generally Accepted
Accounting Principles
December 31, 19

Balance at beginning of year
$ xxxxxxx
(from prior years supplementary filing)

Net income (loss) as determined in
accordance with generally accepted
accounting principles for the current
year
$ xxxxxxx

Net investment gain

(loss)

$ xxxxxxx

Proceeds from sale of stock

$ xxxxxxx

Cash dividends paid to shareholders

$ xxxxxxx

Other (explain nature of each item)
a.

$ xxxxxxx

b.

$ xxxxxxx

Balance at end of year as shown by
supplementary filing for current year

$ xxxxxxx
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Reconciliation of Surplus As Regards Policyholders (Page 3, Line 27)
With Stockholders' (Members') Equity As Determined In Accordance
With Generally Accepted Accounting Principles
December 31, 19
1

2

3

4

5

6
7
8
9
10
11

Surplus as regards policyholders (Page 3, Line 27)
AddDeferrable acquisition costs at end of
period (Note 1)
Less- Deferred Federal income taxes
Unauthorized reinsurance reserve
(Page 3, Line 15) (Note 2)
Excess of bodily injury liability and
compensation statutory reserves over
case basis and loss expense reserves
(Page 3, Line 16)
Furniture, equipment, automobiles and
leasehold improvements, less $
depreciation and amortization
Other nonadmitted assets, less
appropriate allowances for losses
Other statutory reserves charged to surplus

$ xxxxxx
(xxxxxx)

$ xxxxxx

xxxxxx
xxxxxx

xxxxxx

xxxxxx
xxxxxx

12

Total Lines 1 through 10
Deduct - Deferred Federal income taxes on
unrealized gains on investments

—XXXXXX...

13

Stockholders' equity (or members' surplus)
as adjusted

$ xxxxxx

NOTES:
(1) Amount based on Note 1 b. to adjusted income
reconciliation.
(2)

The amount on Line 3 may be included only if
there is no evidence of insolvency or other
evidence of the inability of unauthorized
reinsurer to meet its obligations.

$ xxxxxx
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Statement of Realized and Unrealized
Investment Gains or (Losses)
Year Ended December 31, 19

1

Net realized capital gain (loss)
(Page 4, Line 9)

2

Less- Applicable Federal income tax
or tax reduction

3

Net unrealized capital gains (losses)
(Note 1) (Page 4, Line 23)

4

Less- Applicable Federal income tax
or tax reduction

5

Net investment gain (loss)

NOTE (1) :

$ xxxxxx

(xxxxxx)

$ xxxxxx

$ xxxxxx

(xxxxxx)

xxxxxx

$ xxxxxx

Excludes changes in underlying book value of subsidiaries.
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CNA FINANCIAL

CORPORATION

ADMINISTRATIVE OFFICES: 310 S. MICHIGAN AVE. / CHICAGO, ILL. 60604

J E. DOUGHERTY
VICE PRESIDENT

May 18, 1971

Mr. Richard C. Lytle, Administrative Director
Accounting Principles Board
American Institute of CPAs
666 Fifth Avenue
New York, New York 10019

Dear Mr. Lytle:
I appreciate this opportunity to present the reviews of CNA Financial
Corporation on the subject of Accounting for Investments in Equity Securities.
CNA Financial Corporation was originally formed by Continental Assurance
Company and Continental Casualty Company in 1967.
During the subsequent years
it has acquired many other companies in diverse fields, some of whom invest in
equity securities; but we are primarily interested in the proposed accounting
changes due to the magnitude of the investments of our insurance subsidiaries
in equity securities.

Insurance companies make investments in common and preferred stocks as
a normal and recurring part of their total operations.
For several reasons
such investments generally represent a greater percentage of total assets in
casualty companies than in life companies but they are an important investment
and source of income in either type of insurance company.
It is the firm conviction of this corporation that realized and unrealized
gains and losses on equity securities should be included in income by an
intermediate-term yield method. This opinion varies slightly from one of the
proposals which is under consideration, which is that a long-term yield method
be used which has been correlated to a ten year period.
It is our opinion
that an intermediate-term yield method, or five years, would more appropriately
reflect current market conditions and trends. However, again, regardless of
the number of years used we still most definitely support the proposal to re
port both realized and unrealized gains and losses on equity securities on a
yield basis.
It is our further conviction that gains and losses be separately stated
on the statement of income and a separate earnings per share reported for this
item of income which will be added to net operating income to arrive at net
income.

At this time we do not believe it is necessary to provide our arguments
for this change to the present general practice. We have participated on
some industry committies on this subject and any expressions that would be made
herein would only be repetitious of material that you have already received.
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Under present general accounting practices a significant and very important
source of income especially of insurance companies is not reported and we are
convinced that the adoption of this proposal will greatly improve financial
statements.

Very truly yours,

E. Dougherty
J.
JED:rak
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Jefferson-Pilot Corporation
POST OFFICE BOX 21008

Greensboro, North Carolina
27420

W. ROGER SOLES, President

RUFUS WHITE, Vice President

D. EDWARD HUDGINS, Vice President & General Counsel

WILLIAM C. WILKINSON, II, Vice President

KENNETH P. HINSDALE, Vice President

GUY B. PHILLIPS, JR., Secretary

LOUIS C. STEPHENS, JR., Vice President

CHARLES G. POWELL, JR., Associate General Counsel
THOMAS FEE, Treasurer

May 17, 1971

Mr. Richard C. Lytle
Administrative Director
Accounting Principles Board
American Institute of Certified Public Accountants
666 Fifth Avenue
New York, New York 10019
Dear Mr. Lytle:

The Jefferson-Pilot Corporation is the parent company of Jefferson
Standard Life Insurance Company and Pilot Life Insurance Company.
These two life insurance companies are among the largest stock life
insurance companies in the United States. Historically, the ratio
of investment in marketable equity securities to total assets of
these two companies has been among the highest of all life insurance
companies. At December 31, 1970, Jefferson Standard Life Insurance
Company had unrealized gains of $55,138,000 in marketable equity
securities while Pilot Life Insurance Company had unrealized gains
of $10,688,000. Whether these marketable equity securities are
reported to our stockholders at current market value or at historical
cost is not of great concern to me. I see little difference between
presenting these securities in the balance sheet at cost with a
parenthetical expression of market value or in presenting these
securities at market value. The reporting of realized and unrealized
gains and losses on these marketable equity securities to our stock
holders is of great concern to me.
If marketable equity securities are reported to stockholders at historical
cost with a parenthetical expression as to market value, the only signifi
cant problem is the accounting for realized gains and losses. Gains and
losses from the sale of marketable equity securities are an integral part
of the life insurance business. These sales are not fortuitous trans
actions but are carefully planned by the best talent available to increase
the funds of the company. In my opinion, this increase is income and should
be accounted for as such to the stockholders in the year in which the
increase is realized. The realized increase is available for investment,
payment of expenses, dividends, or any other disposition that management
chooses. Realized gains and losses do cause fluctuations when accounted
for as net income of the year. I have enclosed a page designated with the
letter “A” taken from our annual report to stockholders which demonstrates
a method of presenting realized gains and losses to stockholders. This
method presents the amount realized gains and losses after giving effect to
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Mr. Richard C. Lytle
May 17, 1971

applicable income taxes. By using this method, the stockholder is not
mislead by realized gains and losses being included in net income of the
year. This presentation is not in accordance with generally accepted
accounting principles and is not covered by the Report of Certified
Public Accountants. To contrast this presentation with the presentation
on a generally accepted accounting principles basis, I have included
another page of our annual report which I have designated with the letter
”B”. This page is covered by the Report of Certified Public Accountants.
In my opinion, the page designated "A” is the most informative method of
reporting realized gains and losses to the stockholder.

If marketable equity securities are reported to stockholders at market
value, a significant problem is raised in addition to accounting for
realized gains and losses. The new problem is the accounting for the
unrealized gains and losses. The unrealized gains and losses could be
accounted as a valuation reserve. This reserve should be presented as
an offset to the marketable equity securities account and would, in effect,
show the historical cost as the extended amount. The unrealized gains and
losses could be included in net income of the year. The concept of
unrealized gains and losses being included in net income of the year would
violate every generally accepted accounting principle applicable to income
that I am aware of. I can’t believe that any C.P.A. would seriously propose
that unrealized gains and losses be included in net income of the year.
Even if some sort of smoothing formula should be used, the inclusion of
unrealized gains and losses would be extremely misleading to stockholders
and would be subject to manipulation.
As a member of the American Institute of Certified Public Accountants and
as Treasurer of a holding company that owns the capital stock of two large
life insurance companies, I urge the Accounting Principles Board to adopt
an opinion which would allow life insurance companies to report investments
in marketable equity securities to stockholders at historical cost and to
report realized gains and losses on marketable equity securities net of
applicable income taxes as an item of Net Income for the Year.
Sincerely,

Thomas Fee, C.P.A.
Treasurer
Jefferson-Pilot Corporation

TF/w
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Financial Highlights

1970

Consolidated net income—
excluding net gain from sale of
investments and properties
and income taxes thereon.......
Per share of capital stock.......
Net gain from sale of investments
and properties less income
taxes thereon.........................
Per share of capital stock . ...
Consolidated net income—
including net gain from sale of
investments and properties
and income taxes thereon.......
Per share of capital stock.......
Cash dividends .........................
1Per share of capital stock.......
2Average number of shares of
capital stock outstanding.......
Consolidated assets..................
Consolidated net worth...............

$
$

22,388,274 $
1.86 $

1967

1968

1969

1966

21,303,715
1.73

$
$

20,507,698
1.64

$
$

19,889,445
1.59

$
$

18,767,184
1.50

$
$

1,311,589
.10

$
$

4,488,030
.36

$
$

4,282,103
.34

$
$

326,244
.03

$
$

2,593,764
.21

$
$
$
$

23,700,133
1.96
9,661,444
0.80

$
$
$
$

25,791,745
2.09
9,347,378
0.76

$
$
$
$

24,789,801
1.98
8,000,000
0.64

$
$
$
$

20,215,689
1.62
8,000,000
0.64

$
$
$
$

21,360,948
1.71
8,000,000
0.64

12,068,847
$1,409,676,485
$ 246,007,707

12,333,271
$1,338,351,720
$ 235,422,262

12,495,630
$1,273,230,369
$ 228,991,400

12,495,630
$1,193,655,363
$ 212,201,599

12,495,630
$1,129,104,625
$ 199,985,910

1 Declared rate per share adjusted for 25% stock dividend for years prior to 1970.
2Adjusted for 25% stock dividend for years prior to 1970.

1 Adjusted Consolidated Net Income Per Share (Based on shares outstanding at end of year.)

Consolidated net income—excluding net gain from sale of
investments and properties and income taxes thereon ....
Net gain from sale of investments and properties
and income taxes thereon.................................................
Consolidated net income—including net gain from sale of
investments and properties and income taxes thereon ....

1970

1969

1968

1967

1966

$2.71

$2.45

$2.30

$2.16

$2.10

$ .11

$ .37

$ .34

$ .03

$ .21

$2.82

$2.82

$2.64

$2.19

$2.31

1Adjusted consolidated net income—excluding net gain from sale of investments and properties and income taxes
thereon was calculated by A. M. Best Company, Morristown, New Jersey, a recognized authority on life insurance
financial reporting. Net income is adjusted for certain acquisition costs, excess of investment earnings rate over
interest rate assumed in determining statutory reserves, and other minor items in accordance with a formula applied
by A. M Best Company to insurance companies generally. These figures are presented for the use of stockholders,
analysts, and others. They are not certified by the Company or its independent Certified Public Accountants and it
should not be inferred that the figures are accepted by the Securities and Exchange Commission, the New York Stock
Exchange, the Midwest Stock Exchange, or any regulatory authority.

Jefferson-Pilot Corporation and Subsidiaries
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Consolidated Statements of
Income and Retained Earnings

Year Ended December 31,
1969
1970

Income:
Premiums and other insurance income...............................................................
Investment income ..............................................................................................
Broadcasting sales..............................................................................................
Total Income ..............................................................................
Expenses and Costs:
Insurance and other contract benefits.............................................................
Policyholders’ dividends .......................................... ........................................
Insurance commissions .......................................................................................
Broadcasting cost and operating expenses........................................................
General and administrative.................................................................................
Total Expenses and Costs..........................................................
Net gain on sales of investments............................................................................
Income Before Income Taxes and Minority Interest..................
Provision for income taxes .....................................................................................
Income Before Minority Interest.................................................
Minority interest in loss of subsidiary.....................................................................
Net Income for Year...................................................................
Retained Earnings at Beginning of Year................ .............................................

Cash dividends paid to stockholders.......................................................................
Stock dividend—25%..............................................................................................
Retained Earnings at End of Year..........................................................................
Net income per share of common stock
(Based on average number of shares outstanding)..........................................
See Notes to Financial Statements on Page 28.

$229,579,984
85,394,095
10,381,856
$325,355,935

$211,947,533
78,198,971
10,001,471
$300,147,975

$201,261,136
14,852,341
22,230,500
5,684,177
45,260,785
$289,288,939
$ 36,066,996
1,226,090
$ 37,293,086
13,594,389
$ 23,698,697
1,436
$ 23,700,133
213,561,780
$237,261,913
9,661,444

$185,463,548
14,248,091
20,662,425
5,460,030
39,704,444
$265,538,538
$ 34,609,437
6,062,459
$ 40,671,896
14,880,151
$ 25,791,745

$227,600,469
$

1.96

$ 25,791,745
203,524,733
$229,316,478
9,347,378
6,407,320
$213,561,780
$

2.09
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RONALD REAGAN, Governor

STATE OF CALIFORNIA

DEPARTMENT OF INSURANCE
1407 MARKET STREET
SAN FRANCISCO, CALIFORNIA 94103

May 18, 1971

Mr. Richard C. Lytle
Administrative Director
Accounting Principles Board
American Institute of Certified
Public Accountants
666 Fifth Avenue
New York, New York 10019

Re:

Public Hearing on Equity Securities
May 25-26, 1971

Dear Mr. Lytle:
Thank you for your letter in which you notify
us of the public hearing to be held on the subject of
"Accounting for Investments in Equity Securities".

The National Association of Insurance Com
missioners is vitally interested in this subject. As
you undoubtedly know, your organization has under
consideration an audit guide for audits of life insurance
companies. Mr. Arenberg, Chairman of the committee which
has drawn up the proposed audit guide, has advised us
that the audit guide does not contain an instruction on
the method to be used in valuing preferred and common
stocks for the reason that the subject matter is being
considered by another committee of the American Institute
of Certified Public Accountants. For many years the
National Association of Insurance Commissioners has had
a procedure for valuing preferred and common stocks and
we enclose herewith Section 3 and Section 4 of the
Valuation Procedures and Instructions for Bonds and
Stocks adopted by the National Association of Insurance
Commissioners for the year ending December 31, 1970.
It is the general pattern throughout the United States
for insurance companies to value preferred stocks and
common stocks in accordance with the valuation procedures
set forth in the aforementioned sections.
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Mr. Richard C. Lytle
May 18, 1971

It is hoped that the Committee on Accounting for
Marketable Securities of the Accounting Principles Board
will see fit to incorporate the substance of these procedures
in the principles to be adopted as a result of your public
hearing to be held in New York City on May 25-26, 1971,
You will note that we are sending copies of
this letter to the Chairman and Vice Chairman of the
Subcommittee on Valuation of Securities of the National
Association of Insurance Commissioners. In addition, we
have furnished them and Mr. Norman Michigan, Executive
Director of the office of the Valuation of Securities
of the National Association of Insurance Commissioners,
copies of the letter and material which you sent to me.
Mr. Michigan is located at 60 Wall Street, New York City,
and undoubtedly will attend your public hearing and
should be able to answer any questions your committee
may have with respect to the background, reason and
necessity for uniform valuation of securities owned by
insurance companies.

Very truly yours,

CHRISTY P. ARMSTRONG
Chief Insurance Examiner
CPA:cc
Enclosures
cc - Hon. Robert D. Preston
Insurance Commissioner
Commonwealth of Kentucky
Chairman, Subcommittee on Valuation
of Securities, NAIC
Hon. Robert L. Clifford
Insurance Commissioner
State of New Jersey
Vice Chairman, Subcommittee on Valuation
of Securities, NAIC

Mr. Norman Michigan, Executive Director
Committee on Valuation of Securities, NAIC
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Section 3. Procedures for Valuing Preferred Stocks (Including
Guaranteed and Leased Line Stocks).
(A) Definitions.
(a) A “COMPARABLE” publicly traded preferred stock is defined as a pre
ferred stock of the same issuer for which there exists a public market and which
has call prices, protective features, and other characteristics substantially similar
to those of the issue not publicly traded which is under consideration.
(b) “NET EARNINGS” shall mean income, before deducting interest on
funded and unfunded debt, and after deducting operating and maintenance expenses,
depreciation and depletion, and all taxes (including income taxes). Extraordinary,
non-recurring items of income or expense shall be excluded.
(c) “FIXED CHARGES” shall include actual interest incurred in each year on
funded and unfunded debt and annual apportionment of debt discount or premium.
(B) Determination of Eligibility of Preferred Stocks for “Good Standing”.
(a) “GOOD STANDING”: A preferred stock in “GOOD STANDING”
(designated herein by the symbol “S”) is defined as one not in arrears as to
dividends (if cumulative) or on which full dividends have been paid in each of
the last three years (if non-cumulative), for which sinking fund payments are on
a current basis, where aggregate “NET EARNINGS” of the issuer (or of any
one of the guarantors in the case of a guaranteed stock or any one of the lessees
in the case of a leased line stock) available for “FIXED CHARGES” for the
most recently completed three fiscal year period is at least equal to 1¼ times the
issuer’s (or any one of the guarantors in the case of a guaranteed stock or any one
of the lessees in the case of a leased line stock) aggregate “FIXED CHARGES”,
full contingent interest and preferred dividend requirements of the “PREFERRED
STOCK” under consideration, those on a parity therewith or having a priority
thereto, for the same period.
(b) “NOT IN GOOD STANDING”; A preferred stock “NOT IN GOOD
STANDING” (designated herein by the symbol "N") is defined as one not
meeting the requirements set forth in the preceding paragraph.
(C) Preferred Stocks held by Life Insurance Companies and Fraternal Bene
fit Societies. The requirements set forth in this section shall apply where the
reporting life insurer has established and is maintaining a Mandatory Securities
Valuation Reserve in accordance with the requirements of the National Association
of Insurance Commissioners.
Mandatory Securities Valuation Reserve Classification: In statements of Life
Insurance Companies and Fraternal Benefit Societies all Preferred Stocks in “Good
Standing” shall be classified in the 5% maximum reserve class. All other preferred
stocks shall be classified in the 20% maximum reserve class.

(a) A preferred stock in “GOOD STANDING” shall be valued for statement
purposes, at cost (except that at a company's option, preferred stocks held at
December 31, 1964, may be valued at statement values as of that date, rather than
at cost).
(b) All preferred stocks “NOT IN GOOD STANDING” shall be valued for
statement purposes at Association Value equal to the market value.
(D) Preferred Stocks Held by Insurance Companies Other Than Life Insur
ance Companies and Fraternal Benefit Societies Qualifying Under Section
3(C). All preferred stocks held by insurance companies other than life insurance
companies and fraternal benefit societies qualifying under Section 3(C) shall be
valued for statement purposes at Association Value, to be determined as follows:
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(a) A cumulative or non-cumulative publicly traded preferred stock shall have
an Association Value equal to the market value.

(b) A cumulative or non-cumulative preferred stock which is not publicly traded,
and for which there exists a COMPARABLE publicly traded preferred stock of
the same issuer, shall have an Association Value equal to the lesser of cost or an
amount computed by dividing its dollar dividend rate by the yield of the publicly
traded issue.

(c) A cumulative or non-cumulative preferred stock which is not publicly traded,
and for which a COMPARABLE publicly traded preferred stock of the same
issuer does not exist, shall have an Association Value equal to the lesser of cost
or an amount computed by dividing its dollar dividend rate by the yield of Moody’s
Investors Service Industrial and Utility Preferred Stock Average Yield as of the
close of the week preceding December 31 of the year for which the statement
is being rendered. (Sec Page XXXV for average yield.)

(E) Exceptions. The results of the application of the provisions of this section
shall be subject to further review and examination for any special cases having
predominant weakness or strength. All such special cases shall be brought to the
attention of the Committee for its consideration and final determination of value.
(F) Convertible Preferred Stock. The foregoing provisions shall apply to con
vertible preferred stocks in “Good Standing”; however attention is directed to
Section 6(A) (d )(2) for special instructions concerning the use of values deter
mined hereunder for annual statement purposes.
NOTE: Instructions for the use of Association Values in the preparation of
Schedule D of the Annual Statement are set forth in Section 6.
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Section 4. Procedures for Valuing Common Stocks and
Warrants or Options.
Mandatory Securities Valuation Reserve Classification: In statements of Life
Insurance Companies and Fraternal Benefit Societies, securities falling within the
meaning of this section shall be classified for reserve purposes as follows: common
stocks and warrants or options for the purchase thereof (except shares of Federally
insured building and loan and savings and loan institutions, which shall be classified
in the 2% maximum reserve class and shares of controlled or affiliated companies
valued at book value, which shall be classified in the 20% maximum reserve class)—
shall be classified in the 33⅓% maximum reserve class.
(A) Common Stocks. Subject to the requirements of Section 1(C), the Associa
tion Values for publicly traded common stocks shall be equal to market values at
date of statement (see (B), (C), (D) and (E) hereunder for exceptions).
The staff of the Committee shall, subject to the requirements of Section 1(B),
have discretion to determine appropriate Association Values for privately placed
common stocks. (For purposes of this section privately placed stocks are defined
as those of a class no part of which is publicly owned or traded. See (E), here
under, for valuation treatment of restricted shares.)

(B) Common Stock of an Insurance Company. Subject to the requirements
of Section 1(C) Association Value of the stock of an insurance company shall be:
(a) Determined in accordance with the provisions of Section 4(C) where the
issuer is a subsidiary of, or is controlled directly or indirectly by the holder,
whether by stock ownership, common control with affiliates, interlocking director
ates, common management or otherwise;
(b) Market value, where public sale or bid and asked quotation prices are avail
able, the conditions described in (a) above do not exist, and the laws or depart
mental practices of the states in which the statements are filed permit the use of such
value; or
(c) Book value (as defined herein) where no public sale or bid and asked
quotation prices are available, and the conditions described in (a) above do not
exist.
The book value of a share of common stock of an insurance company shall be
ascertained by dividing the amount of its capital and surplus as shown in its last
annual statement or subsequent report of examination (excluding from surplus,
reserves required by statute and any portion of surplus properly allocable to policyholders, rather than stockholders) less the value (par or redemption value, which
ever is the greater) of all of its preferred stock, if any, outstanding, by the number
of shares of its common stock issued and outstanding.
(d) The foregoing provisions shall in all cases be subject to the procedures
prescribed by state insurance department practices or laws concerning the use of
acquisition cost or any other basis for the valuation of stocks of insurance companies.
(C) Common Stocks of Subsidiary, Controlled or Affiliated Companies.
(a) Subject to the requirements of Section 4(C) (b), shares of common stock
of a company owned by an insurer which is either the parent of, or under direct or
indirect common control, or affiliated with the issuer of such stock shall have an
Association Value determined on the basis of one of the following bases appropriate
to such company, provided, however, that an insurer shall not be required to value
the common stock of all its subsidiary, controlled and affiliated companies on the
same basis:
(i) the value of only such of the assets of such company as would constitute
lawful investments for the insurer if acquired or held directly by the
insurer; or
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(ii) the net worth of the company determined in accordance with generally
accepted accounting principles, as of the end of its most recent fiscal
year, provided, subject to (b) hereof, that the financial statements of
the company for its most recent fiscal year have been audited by an
independent certified public accountant in accordance with generally
accepted auditing standards; or
(iii) book value (as defined in Section 4(B) (c)) if the company is an
insurer; or
(iv) a value equal to the cost of the common stock of the company, provided
such value is determined and adjusted to reflect subsequent operating
results in accordance with generally accepted accounting principles; or
(v) the market value of the common stock of the company, if the stock is
listed on a national securities exchange; or
(vi) any other value which the insurer can substantiate to the satisfaction
of the staff of the Committee as being a reasonable value.
(b)
(i) The provisions of Section 4(C) shall in all cases be subject to the
procedures prescribed by state insurance department practices or laws
concerning the use of acquisition cost or any other basis for the valuation
of common stocks of subsidiary, controlled or affiliated companies.
(ii) Not later than March 1, 1971, an insurer shall file with the staff of the
Committee relevant information identifying, supporting and justifying
the value of, and the basis of valuation used in accordance with the pro
visions of Section 4(C) (a) for each of its subsidiary, controlled or
affiliated companies formed or acquired on or before December 31, 1970.
(iii) Within thirty (30) days after the acquisition or formation of a subsidiary,
controlled or affiliated company, an insurer shall file with the staff of the
Committee relevant information identifying, supporting and justifying
the value of, and the basis of valuation used in accordance with the
provisions of Section 4(C) (a) for such company.
(iy) A valuation basis used for a subsidiary, controlled or affiliated company
shall thereafter be consistently applied unless a change is substantiated as
reasonable and on that basis is approved in writing by the staff of the
Committee.
(v) If a subsidiary, controlled or affiliated company is valued on the basis of
Section 4(C)(a)(ii) and its books are not audited at the time the
valuation is included in the insurer’s annual statement, the insurer shall
thereafter report to the staff of the Committee and explain the difference,
if any, between the value of such company as reported in the annual
statement and the value as determined by audit. Such report and ex
planation shall be made as soon as possible following such audit.
(vi) If the common stock of any subsidiary, controlled or affiliated company
is valued other than on the basis of market value as defined in Section
4(C) (a) (v), there shall be deducted from the otherwise determined
value a sum equal to the value claimed for any of its assets which would
not constitute admitted assets for the insurer if held directly by the
insurer, if such assets
(1) are held by the company but used, under a lease arrangement or
otherwise, significantly in the conduct of the insurer’s business; or

(2) were acquired from or purchased for the benefit or use of the insurer
by the company under circumstances that, in the opinion of the
staff of the Committee, support a finding that the primary purpose
of such acquisition was the evasion or avoidance of state laws or
regulations pertaining to non-admitted assets.
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(vii) The staff of the Committee may, after giving notice and opp
ortunity to
be heard, determine that the basis used for valuation of the common stock
of any subsidiary, controlled or affiliated company does not, under the
specific circumstances of the case, reflect the value of such company and
may recommend to the Insurance Department of the state in which the
insurer is domiciled either an adjustment in valuation or the use of
one of the other specified bases of valuation.

(c) Where a company not engaged in the business of insurance and an insurance
company are determined to be affiliated under direct or indirect common control,
and the latter owns securities of the former, the Committee may in its discretion
apply the provisions of (a), above, to such securities.
(D) Stock Purchase Warrants or Options.
(a) All warrants or options which may be exercised on December 31 of the
year for which the statement is being rendered shall have an Association Value for
statement purposes, whether or not physically attached to any other security.
(See (E), hereunder, for the valuation of warrants or options exercisable into
securities which are issued under an investment letter, or are otherwise restricted
as to transferability.)
(b) The Association Value for a publicly traded warrant or option (whether or
not exercisable on December 31 of the year for which the statement is being
rendered) shall be its market price on December 31 of the year for which the
statement is being rendered.
(c) The Association Value for a warrant or option having no public market,
which is exercisable into shares of common stock which similarly have no public
market or arc restricted as to transferability, shall be the difference resulting from
the subtraction from the Association Value of the stock for which such warrant or
option is exercisable, of the then effective exercise price.
(d) Warrants or options having no public market, and for which the first exer
cise date is subsequent to December 31, of the year for which the statement is
being rendered, shall have no value for statement purposes.

(E) Common stocks having a public market which are issued under an
investment letter or are otherwise restricted as to transferability.
Restricted common stocks shall be valued by insurers in their Annual Statements
on a basis which they are prepared to justify to the Committee on Valuation of
Securities. Such values shall be reviewed by the Committee as to the reasonable
ness of the valuation basis used. The results of the Committee’s review will be
made available to insurance departments and upon request to insurers holding said
restricted common stocks.
Warrants or options exercisable into such restricted common stocks will be
valued on the same special basis.
All restricted common stocks and warrants or options exercisable into the same
should be appropriately noted in the Annual Statement, as required, in Schedule D,
Part 2, Section 2.
Market values, where used in the determination of Association Values carried in
the Committee’s publication, Valuations of Securities, are not intended for use in
valuing restricted common stocks, warrants or options as described in this section.
Values for such restricted common stocks, warrants or options will not be carried
in the Committee’s publications.
(F) Exceptions.
Where required by special conditions the foregoing standards may be varied
by the Committee on Valuation of Securities.
NOTE: Instructions for the use of Association Values in the preparation of
Schedule D of the Annual Statement are set forth in Section 6.
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"ACCOUNTING FOR INVESTMENTS IN EQUITY SECURITIES
OTHER THAN BY THE EQUITY METHOD

This Committee has been requested to comment upon a draft document on the
subject which was prepared by the Accounting Principals Board of the American
Institute of Certified Public Accountants.

The subject applies only to equity

securities - corporate stocks and rights to acquire corporate stocks.

It excludes

investments in securities with fixed maturities, including convertible debt.

It

also considers that holdings of 20% or more of the voting stock of a corporation
enables the investor corporation to exercise influence on the invested corporation’s

financial and operating policies.

Therefore, investments of such magnitude should

be treated under the equity method.

It has been the general practice to consider investments in readily

marketable equity securities as current assets if the investment is intended to be
temporary and represents the investment of cash available for current operations.

If the investment or the dedication of the cash is intended to be of a more

permanent nature, the asset is shown as non-current.

In either case, the asset

has been recorded at historical cost or market, whichever is lower.

Once a

security has been reduced to market this market price becomes the new historical

cost.

The value is never increased to a new market or to original cost, even if

original cost is lower than the adjusted market.

The result has been that historical

cost can be an anomalous valuation, neither being cost nor current market.

This Committee is of the opinion that the balance sheet would more
fairly reflect the condition of the corporation at balance sheet date if such

securities were recorded at the market prices as reflected on the exchanges at
that date.

Securities which are not readily marketable should be priced fairly,

based upon the information available.

If the amount invested in such non-readily

marketable securities is material relative to the ret worth and other assets,
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the item, including

ts historical cost and the method for determining market,
i

should be disclosed in a footnote.

With respect to recording the unrealized gain or loss on these

securities, this Committee is of the opinion that an investment decision to buy,
hold, or sell, is made by management each day and the effect of these decisions

should be reflected in the income statement for the period under review.

This

Committee questions the premise that the reported income for a period should be an
index of funds available for dividends in cash.

We also question the premise that

income should be reflected on the conservative side of understatement rather
than overstatement.

A material understatement of income or net worth caused by

the failure to reflect unrealized gains can be injurious to the selling corporate
stockholder.

The investing public and creditors would give much more credibility

to income statements which reflected fairly the results of operations for a
period than those statements which were actually in error due to the application
of historical concepts which may no longer serve meaningful purposes.

The Committee believes that the Institute would be best advised to hold
to the "clean surplus” theory and pass the unrealized gains and losses through

the income statement rather than directly crediting and charging stockholders’
equity for these valuation changes and sales.

It is also the opinion of this Committee that this study should be

expanded to include investments in debt securities, including convertible issues.
To eliminate these investments from consideration would leave us with double

standards for daily managerial investment decisions.

We can see no reason why

these securities should be treated differently from investments in equity securities.

Sub-Committee for Cooperation
with Accountants of the
American Bankers Association
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Beneficial
Standard

REGINALD L. HSU, TREASURER • (213) 381-8455

Corporation /
May 19, 1971

Mr. Richard C. Lytle
Administrative Director
Accounting Principles Board
American Institute of Certified
Public Accountants
666 Fifth Avenue
New York, New York 10019
Dear Mr. Lytle:

The Beneficial Standard Corporation is a financial services
holding company whose principal subsidiary is the Beneficial
Standard Life Insurance Company. I am writing to express
the position of our firm on the subject of Accounting for
Investments in Equity Securities which will be discussed in
Public Hearing on May 25, 26,
We believe primarily that the reporting of unrealized gains
and losses in the income statement would seriously misinform
the average investor. The fluctuations in the unrealized
gain and loss account, though smoothed by your proposed
’’long term yield method,” would most probably lead to an
incorrect assessment of the performance of the company. We
believe that Results of Operations should not reflect antici
pation of losses relative to adjustment in the carrying value
of common stock. The life insurance industry has allowed for
such fluctuations through the use of the Mandatory Security
Valuation Reserve, a reserve required by statute. Changes in
this reserve are charged or credited to unassigned surplus.
Anticipation of losses has been an accepted practice of the
accounting profession for some time and has played a large
part in continued allowance of life insurance companies to
invest in common stock.

A life insurance company’s primary activity is the under
taking of insurance risks. To protect policyholders, there
exist statutory limitations on the type and amount of a
company’s investments. We invest in common stock for the

BENEFICIAL PLAZA • 3 7 0 0 WILSHIRE

BOULEVARD, LOS

ANGELES, CALIFORNIA

Organized under the laws of State of Delaware

900
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May 19, 1971

Mr. Richard C. Lytle

purpose of obtaining therefrom a yield consisting of dividends
received and realized gains which will aid in meeting our
policy and contract liabilities as they come due. The reflec
tion in Results of Operations of temporary fluctuations in the
market value of securities is inconsistent with the concept of
the long term nature of a life insurance contract.

The attached schedule shows the wide fluctuations in the unreal
ized gain/loss account of the Beneficial Standard Life Insurance
Company for the period 1965 through the first quarter of 1971.
We feel that this is illustrative of the point that to include
such unrealized, erratic changes in the market value of common
stock would seriously mislead a person attempting to evaluate
the performance of a life insurance company.

Cordially,

R. L. Hsu
Treasurer

RLH/jc
Enclosure
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BENEFICIAL STANDARD LIFE INSURANCE COMPANY

EARNINGS ASSUMING UNREALIZED CAPITAL GAINS INCLUDED

1965 - 1971

Column A

Quarterly
as Reported
3/31/71

271,352.72

Column B

Column C

Change in
Unrealized
Gain/Loss

Earnings
Including
Unrealized
Gain/Loss

862,794.65

Column D

Realized
Gains
Included

1,134,147.37

30,231.87

12/31/70
9/30/70
6/30/70
3/31/70
Year 1970

482,279.04
764,808.51
557,217.12
319,081.17
2,123,385.84

206,274.44
949,440.32
(1,572,198.65)
(169,157.12)
(585,641.01)

688,553.48
1,714,248.83
(1,014,981.53)
149,924.05
1,537,744.83

456,758.47
(130,334.62)
66,030.14
(287,826.32)
104,627.67

12/31/69
9/30/69
6/30/69
3/31/69
Year 1969

1,654,475.91
826,197.33
688,365.73
823,816.61
3,992,855.58

(708,774.42)
114,160.28
(1,171,935.81)
(644,960.53)
(2,411,510.48)

945,701.49
940,357.61
(483,570.08)
178,856.08
1,581,345.10

510,150.65
(3,216.67)
98,748.82
147,431.46
753,114.26

12/31/68
9/30/68
6/30/68
3/31/68
Year 1968

1,091,828.80
541,394.87
623,903.83
429,045.75
2,686,173.25

70,214.94
396,447.52
987,167.83
(633,029.77)
820,800.52

1,162,043.74
937,842.39
1,611,071.66
(203,984.02)
3,506,973.77

12/31/67
9/30/67
6/30/67
3/31/67
Year 1967

1,126,076.56
605,537.55
489,543.48
958,124.13
3,179,281.72

(325,787.50)
566,974.56
(10,119.00)
401,628.31
632,696.37

800,289.06
1,172,512.11
479,424.48
1,359,752.44
3,811,978.09

12/31/66
9/30/66
6/30/66
3/31/66
Year 1966

1,709,687.05
613 ,902.98
1,362,729.00
946,464.79
4,632,783.82

574,896.38
(689,420.69)
(755,953.00)
(754,380.09)
(1,624,857.40)

12/31/65
9/30/65
6/30/65
3/31/65
Year 1965

1,152,129.89
1,074,383.72
1,210,526.27
959,491.13
4,396,531.01

284,136.80
473,462.13
(112,496.84)
263,137.42
908,239.51

53,724.90
50,796.54
,271,083.31
118,055.45
493,660.20

174,184.55
130,038.28
308,244.88
400,286.30
1,012,754.01

2,284,583.43
(75,517.71)
606,776.00
192,084.70
3,007,926.42

(203,939.46)
(88,457.18)
516,849.76
104,078.24

1,436,266.69
1,547,845.85
1,098,029.43
1,222,628.55
5,304,770.52

91,364.84
35,641.98
45,948.17
130,487.76
303,442.75

328,531.36
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Conning & Company
Members of the New York Stock Exchange
41

Lewis Street, Hartford, Connecticut
Telephone

527-1131

Area Code

06103

203

May 24, 1971

To Members of the Accounting Principles Board
Gentlemen:

In the way of introduction, Conning & Company is a member
firm of the New York Stock Exchange specializing in the preparation of
a research advisory service on insurance stocks for institutional
investors.
Our firm was established in 1912 and the supervision of local
individual accounts holding Hartford-based insurance company stocks
required us to analyze life insurance companies very early in the game.
This was prior to the time that meaningful statements existed and prior
to the time that company managements had any interest in communicating
with stockholders.

We can recall the days when it was virtually impossible to
schedule an appointment with company managements, or when a local
company made us fly to the Wisconsin Insurance Department every year
to secure a copy of their nonparticipating department results, or just
three years ago how a local company would permit us to have their nonparticipating department results provided that we copy the first 17 pages
of the convention statement by hand.

Obviously, our common goal with the accounting profession is
the relentless pursuit of facts, the allocation of revenues and expenses
to their proper accounting periods, and the presentation of reasonable and
meaningful financial statements.
Our research efforts are directed towards both the individual
investor and the institutional investor. In our individual business, we
supervise over $300 million in common stock holdings for our individual
accounts. In our institutional business, we provide continuous research
on the insurance industry to more than 300 institutional clients in the
United States and abroad, including about two-thirds of the largest banks,
mutual funds, pension funds, universities, foundations, etc. , in the
United States.
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Nine of our 11 partners are engaged in insurance industry
research and the communication of our research to institutional clients.
The interaction of investment ideas between our own partners and a
wide number of portfolio managers across the United States provides
us with a broad perspective of what the investment community looks for
in financial reporting.
Therefore, the comments which we offer on the accounting
treatment of capital gains and losses represents not only our opinion,
but also contains our interpretation of the attitudes of the investment
community. We hope that you will give thoughtful consideration to the
comments contained herein.
We thank you for your consideration.

Sincerely yours,

CONNING & COMPANY

Joseph D. Sargent, Managing Partner
Stephen R. Wilcox, General Partner
Gordon S. Phelps, General Partner
Edward J. McAlenney, Jr. , General Partner
Frederick S. Townsend, Jr. , General Partner
John P. Britton, General Partner
Carlton R. Copp, General Partner
Seth C. Warner, General Partner
Robert C. Langen, General Partner
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CAPITAL GAINS AND LOSSES

Problem

In considering the proper reporting of capital gains and losses,
the following points must be decided 1.

The proper valuation basis for common stocks, preferred

stocks and bonds.
The composition of capital gains and losses.

2.
3.

The presentation of the figures in the financial

reporting format.
4.

Treatment of Federal income taxes associated with

capital gains.

Valuation of Assets

We strongly urge the Accounting Principles Board to adopt the
convention statement basis of valuing investment assets.

Bonds should

be valued at amortized cost unless permanent impairment of value can
be demonstrated.

Common stocks should be valued at the market value

unless permanent impairment of value can be demonstrated after the
yearend date of valuation but prior to the reporting date.
Insurance companies invest in bonds primarily as long term

income producing instruments having a known realizable value at the maturity
date.

Very rarely are bond portfolios operated to produce capital gains.

Fluctuations in bond portfolio values can be significant as interest rates
change but these changes have no bearing on the safety, quality or

ultimate realizable value of the bond.

Obviously, insurance companies do

not hold all bonds to maturity and will be selling bonds before maturity as
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individual circumstances dictate.

It is very unusual, however, that an

insurance company would be forced to sell bonds.

Because of the long

term nature of bond investments, we would strongly urge that the com

mittee adopt a posture of amortized cost for valuation of bond portfolios.

Insurance companies invest in common stocks primarily for
appreciation.

General market conditions and individual, company results

have and probably will continue to significantly affect the market value

of common stock investments.

Obviously, there is no guaranteed realizable

value at any future date as associated with bond investments.

The only

meaningful valuation of common stock investments is market value.
Composition of Capital Gains and Losses

Realized and unrealized gains and losses should be shown both

separately and combined.

If, as we suggest above, bonds are carried

at amortized cost, changes in bond values would only be recognized
when realized.

Changes in common stock values should be recognized

as they occur whether realized or unrealized.

The breakdown between

realized and unrealized would simply add detail to the combined figure.

Furthermore, Federal income tax accruals should be in conformity
with IRS reporting.
Presentation of Capital Gains and Losses
Practically none of the professional money managers with whom

we associate (several hundred) consider realized and/or unrealized capital
gains and losses in an insurance company to be a part of the earnings of
that company.

Net operating income before realized and unrealized capital

gains is the only meaningful index of the company's progress and its

presentation must be unencumbered by capital gains.

Any deviation

from this posture will mean that the relatively unsophisticated small investor
will be operating on an uninformed basis when buying and selling securities

of insurance companies.
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This position is affirmed by investment managers attitudes
toward the recent change in bank statement reporting where the bottom
line showing realized securities gains or losses is considered of lesser

importance than the line

"Income Before Securities Gains (Losses)"

when making investment decisions.

Price earnings ratios are attributed

to the operating earnings.
We strongly urge the accountants to use three separate financial

statements - a statement of income, a statement of investment results

and a statement of stockholders equity.

See Exhibit I on page five .

Federal Income Tax Considerations

We strongly urge the accounting board to adopt a posture of separately
reflecting Federal income taxes associated with capital gains and operating

income as clear deductions from their respective source rather than as a
consolidated single figure.

Tax consequences in insurance companies can

be substantial and, therefore, should be clearly detailed and attributed to
the source from which they arise.

Conclusion
A segregation of unrealized and realized capital gains from the

income statement is imperative.

Professional money managers do not

consider realized and unrealized capital gains and losses to be a part of
the income statement and will, in any event, exclude these from the

earnings of an insurance company when making investment decisions.

Inclusion of capital gains in the operating statement will only tend to
confuse and mislead the small and unsophisticated investor.

Acceptance

of the thesis that capital gains are an integral part of the earnings of an

insurance company would result in the small unsophisticated investor
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using a set of numbers dissimilar from that which institutional portfolio
managers use as a basis for decision.

The accounting profession and

the investment community should give the investing public a detailed

analyses of capital gains and losses segregated entirely from the income

statement.

CONNING & COMPANY
MAY 24, 1971

Capital Gains and Losses
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EXHIBIT I

Statement of Income

Net Operating Income

$1,000,000

Per Share

$1 . 00

Statement of Investment Results

Realized Capital Gains

$

Federal Income Taxes Incurred
Net Realized Capital Gains

Unrealized Capital Gains
Combined Realized and Unrealized Capital Gains

500, 000
125, 000

$

375,000

1, 000, 000
$1, 375, 000

Statement of Stockholders
Equity

Balance at Beginning of Year
etc.

$10, 000, 000
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Home Mutual Insurance Company
Appleton, Wisconsin 54911 • Phone 739-3161 (Area Code

414)

May 18, 1971

Mr. Richard C. Lytle
Administrative Director of APB
American Institute of CPA's
666 Fifth Avenue
New York, New York 10019

Dear Mr. Lytle:
The purpose of this letter is to register with you our objection
to the proposed method of including realised and unrealized capital gains
in the net income for insurance companies.

In our opinion, the adopting of this method of accounting shall
have disastrous effects on Insurance rate-making and various Influences
on Investment policies.

Very truly yours,

Albin L. Bevers
Vice President and Secretary
ALB/ss
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The principal concern of this paper will be the accounting for and report
ing of investments held by independent colleges and universities.

Both

the independence and the capability to serve future generations of students
and faculty, depend,

for these institutions, on the management, uses and

growth of the investments of their endowments.

College and universities

hold an estimated $12 billion in endowment investments

of course).

(at market value,

That quantity makes the accounting for these funds an impor

tant aspect of the question before the Board at this time.

The Board has stated that it will also consider whether or not differing

circumstances require the application of special methods of accounting
within general practices based on broad accounting principles as pre

sently accepted.

I feel that the circumstances and purposes of college

and university endowment funds differ significantly from those of

commercial corporations which are not subject to regulatory authority,
and therefore require such a special application.

This paper will discuss

these circumstances, describe methods of application of market value

accounting to endowment funds,

Endowment funds are managed,

and the advantages and disadvantages thereof.

and the income used, by trustees for the

purpose of:

1.

Carrying out the wishes of donors to the fund
who desired their gifts to serve succeeding
generations of students.

2.

Carrying out similar desires of the institution's
trustees, when they have designated a portion of
its resources to be saved and invested for future
use.

3.

Providing a source of increasing revenue for an
enterprise which cannot increase its prices
continuously.
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The effects of this annual inflation of costs are particularly signifi
cant for colleges and universities, whose major cost is the compensa

tion of highly-trained individuals; and the three purposes of endow
ments are only achieved by a fund if its income continues to provide

the same amount of educational service in future years as it did when
it was established.

The stewardship responsibility falling on the trustees has given rise to

fund accounting for colleges and universities, an application of account
ing practice that has become generally accepted because it accounts for

this stewardship more clearly than commercial practices.

The general

acceptance of the need for fund accounting exemplifies the special cir
cumstances here.

I feel that proper stewardship accounting also requires

the accounting at market value for equity securities held by endowment

funds.

The following facts are not adequately disclosed by conventional state
ments of changes in endowment funds, where investments are accounted for

at cost:
1.

The value of the institution's endowment.

2.

The relationship between its investment income
and the value of its total investments.

3.

The increase or decrease during the year attri
butable to growth or decline in the market
values.

4.

The portion of gains or losses in any one year

from sales of securities, which constitutes

appreciation in value over a period of years.
While the first item is given parenthetically in college and university
reports and the second can be determined therefrom, many institutions

have felt that they can more properly account for the annual changes in
their endowments by the use of market values in the statements.
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Case studies will be presented briefly from recent university reports

to illustrate attempts to improve disclosure in each of these areas:

1.

Smith College commenced presenting its endow

ment funds at market value in its report

for the year ended June 30,

1970.

The

change was a great display of courage,

not only to be the first major institu

tion to change its method, but to do so
in the depths of a bear market.

Their

summary of changes in funds shows a

decline in value of pooled endowment
funds in the amount of $9,720,000 for

the year,

and because each security's

book value was always equal to its market
value, no gains from dispositions.

Following is the text of the footnote
accompanying the Smith College annual

report describing this change:
For 1969-70 and future years both
Pooled Investments and Endowment Funds
will be presented on the Balance Sheet
at market value.
This is a natural
second step to our conversion in July,
1968 to the unit method of accounting
for pooled investments.
Under the
unit method new endowed funds buy units
in the pooled investment portfolio
based on the market value of the units
on the date of the transaction.
It is
believed now that the presentation of
book values for investments ignores
economic realities and is non-informative.
The advantages of the market value pre
sentation are:
(1)
it more closely con
forms to the Mutual Fund operation on which
the unit method is patterned,
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(2) market values are the only realistic
figures to portray inasmuch as the book
value is a combination of original gift
value plus realized investment gains; and
(3) Investment Committee decisions are
based on review of market values.

2.

College and university reports have not regularly

shown the yield of their endowment investments
as a percentage of market value.

In cases where

the book value of the endowment was significantly

below its market value,

the reader would receive

a distorted impression of the earning power of

the endowment.

(In 1965 the market value of

Stanford's equities was double the book value -

a difference of $51,476,000.)
3.

A case study of the need for stewardship accounting
for changes in market values of investments was

presented by John E. Ecklund, Treasurer of Yale

University in his 1967 annual report.

Stating

that the conventional financial statements in

cluded in his report do not attempt to cover

certain aspects of the Universities financial
affairs which seem important in appraising its

financial condition, he prepared a "report of
stewardship."

This two year comparative state

ment showed the changes in assets with invest
ments included at market value because "the
reporting of investments at market value seems
appropriate for a full understanding."

The reader of the conventional financial state
ments included in the report would learn that
the university spent,

for current purposes,

540

Accounting for Investments of Endowment Funds
by S. Edward Tomaso

$4,349,000 out of $12,016,000 in gains on

disposition of investments.

The report of

stewardship discloses that this expenditure

of one-third of the recorded gains is
actually only 14% of the net gains when
unrealized appreciation of market values

is recorded.
4.

During the year ended June 30,

1970, while

Smith College was reporting that its endow
ment fund had declined by $9,720,00 due to

market value depreciation as described above,
Stanford University reported that its en

dowment had increased $4,081,000 due to gains

on sales of assets.

The years over which

such gains were accumulated cannot be

determined from the statements.

An increase

in the Stanford endowment for the year was
reported, with only a parenthetical dis
closure of the contrary fact that securities
held by the endowment fund declined by

$9,313,000.

There are two endowment fund techniques, developed in recent years, which
require the use of market values,

and which make the accounting for

investments at cost less relevant:

1.

Most universities now merge various gifts to their endow

ment funds,

and allocate income to participating

funds on the basis of relative market values.

All

investments of these pools must be valued at monthly

or quarterly intervals.

The allocation technique

makes no use of book value (cost) at all.
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In

addition,

when funds are with

drawn from a pool,

the dollars with

drawn are based on market values;

the

difference between recorded value and the

dollar amount withdrawn is a combination

of realized (recorded) and unrealized (unre
corded) appreciation.

2.

Many major universities are now budgeting their
revenue from endowment investments based on

the "total return concept."
the investments

The yield from

(principally dividends and

interest) is supplemented by an amount of
additional "income," which the trustees deter

mine can prudently

be taken from realized

and unrealized gains,

to provide a desired

total return from the endowment.

Many advan

tages both in investment management and pro
gram budgeting are attributed to this con
cept.

(Questions of trust law and the account

ing principles involved cannot be dealt with
here.)

The method is sufficiently widespread

to constitute an additional reason for accept
ance of the practice of recording investments

at market value.

On the basis of cost, only

gains from securities sold are available as
a source of this supplement to income.

Trustees

may feel obligated to make sales for the purpose

of creating gains rather than in accordance with
investment policies.

concept,

In using the total return

trustees are allocating institutional

resources to present and future generations in
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an effort to maintain present service and to
assure future life and independence for the

Since the allocation is so much

university.

a matter of judgement,

and there will be

increasing pressure on institutions to dis

count the future,

the annual reports must

provide a means for readers to evaluate this

judgement and the uses made of endowment funds'
appreciation.

I believe that this can be done best

when appreciation and depreciation of the fund

is recorded by the use of the market value
method.
Disadvantages
Postive disadvantages which comes to mind group themselves around

two conditions 1.

The transitory nature of market values.

2.

The discipline which has always been imposed on
accounting by requiring it to account for
historical costs.

In discussing the variability of the market, the years 1969 to 1971 ex

emplify its effects in the extreme.

Proponents of cost as a carrying

value can state fairly that their values remained steady during this

period, while the parenthetical market values sank in mid-1970 and came
back to "normal" in 1971.
valuation of endowment

ment,

I believe that even during these years, market

funds is a good gauge of the trustees'

for the following reasons:

judge
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1.

The American economic experience of the past twenty-

five years has given rise to an investment philosophy
stressing growth in eguities.

Except for the 1967-

1968 period when the market ignored risk factors,
corporate growth has been steady.

The values of

endowments should reflect that growth,

and

where

necessary, economy-wide corrections of over

valuations and excessive price/earnings ratios.
Review of individual statements should give in

formation as to an institution's achievement and

use of this long-term growth and its handling of
the market’s short term fluctuations.

2.

The market may be variable, but gains from sales are

even more so.
is adopted,

Once a philosophy of steady growth

the recording of gains and losses

only when sales are made will systematically mis

represent the results of the trustees' decisions.
They will be playing ball in the wrong stadium

with the wrong method of recording their hits and
errors.

Accounting for Gains and Losses

The board is considering the separate question of the proper method of re
cording realized and unrealized gains.

In the case of endowment funds,

alternative methods are not available - appreciation or depreciation in
value is an addition or reduction of the fund balance,

ment of changes.

The use of this appreciation is the result of board

action and appears in the statement as such.

May 20,

1971

shown in the state
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USLIFE CORPORATION
125 Maiden Lane New York NY 10038
212 422-5670

Gordon E. Crosby, Jr.
Chairman ofthe Board
and President

May 21, 1971

Mr. Richard C. Lytle
Administrative Director
Accounting Principles Board
American Institute of Certified Public Accountants
666 Fifth Avenue
New York, New York 10019
Dear Mr. Lytle:
On March 29 our Vice President and Treasurer, Mr. Samuel J. Giuliano, advised
you he would attend the public hearing to be held May 25 and 26 on "Accounting
for Investments in Equity Securities” whereupon you sent him a copy of the draft
material to be discussed at such a hearing. We have since reviewed the draft, and
wish to make the following observations which are similar to our comments sub
mitted in connection with the exposure draft on "Audits of Life Insurance Companies."
We are of the opinion that it would be appropriate to include in the income statement
realized gains and losses on equity security transactions but that it would be
totally inappropriate to reflect unrealized gains and losses on such transactions.
In the case of USLIFE Corporation, we have a relatively small portion of our total
investment in equity securities (approximately 2^ as of December 31, 1970) which is
not unique for life insurance oriented companies. Furthermore, the long-term nature
of the life insurance investment program is such that a company would very seldom be
in a posture "forcing" it to liquidate its equity securities. In other words, manage
ment has the flexibility to effect a sale on an equity security investment at the
most propitious time, and to reflect unrealized capital losses could be misleading
to the reader of the financial statement inasmuch as it would be very unlikely that
such losses would necessarily be realized. Also, the inclusion of unrealized
capital gains would be a violation of a basic accounting principle whereby a company
should not include anticipated profits in its income statement.

In summary, the income statement should reflect those transactions which, in fact,
have been consummated namely, realized capital gains and losses but should exclude
unrealized capital gains and losses.

THE UNITED STATES LIFE • COMMONWEALTH INDEPENDENCE LIFE • RELIANCE LIFE OF ILLINOIS • GREAT NATIONAL LIFE
CITY FINANCE COMPANY INC ■ STATE SECURITIES INC • MIDLAND MANAGEMENT COMPANY - COLONIAL ACCEPTANCE CORPORATION
DISTRIBUTORS GROUP INCORPORATED • 125 EQUITY CORP • USLIFE REALTY CORPORATION • USLIFE SAVINGS AND LOAN ASSOCIATION
USLIFE CREDIT CORPORATION • INTER-COUNTY TITLE GUARANTY AND MORTGAGE COMPANY - DALLAS TITLE AND GUARANTY COMPANY
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Mr. Richard C. Lytle
May 21, 1971

We know your committee will carefully consider these comments and want you to
know we appreciate your diligent efforts in deliberating over all comments for
the purpose of evolving a "generally accepted" accounting principle on this
issue.

Cordially and sincerely
sincerely,

